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Inventory Financing of 


Hard Goods 


HOMER KRIPKE*® 


Every year, in that wonder of the modern world, the Ameri- 
can economy, hard goods valued in the billions of dollars move 
from the factories to the showrooms of dealers and distributors, 
and from them to the consumers. The prime example is, of 
course, the automobile. The next example is the group of 
major consumer appliances, both “white goods” — refrigera- 
tors, dish washers, clothes washers, dryers, ironers, stoves, etc. 
—and radio and television. 'The third, less well-known ex- 
ample, is machinery, such as road building and other construc- 
tion machinery, machine tools, commercial refrigeration and 
display equipment, and other kinds too numerous to mention. 

The problem of financing this flow of goods falls into two 
categories. One is providing credit terms for the consumer 
so that he can pay for the goods as he uses them. This is “retail 
financing.” The other problem is financing the dealer’s pur- 
chase of the goods from the manufacturer. This is “whole- 
sale” or “floor plan” financing. In the case of automobiles 
and other major consumer articles, this problem is intense be- 
cause—almost uniquely in American industry—the manufactur- 
ers of automobiles and consumers’ hard goods extend no trade 
credit and demand cash at the shipping point. Thus, trade 
credit, instead of being the normal means of financing a large 
part of working capital requirements for inventory as it is in 
This article is reprinted with the permission of the editors of the University of Illinois Law 
Forum, Chattel Security Transactions, Vol. 1956, Winter Number, Pages 580-600, published 
by the University of Illinois, Urbana, Tl. 

* HOMER KRIPKE. A.B. 1931, J.D. 1988, University of Michigan; practiced in 
Chicago, 1934-1988; Assistant Solicitor, S.E.C., 1989-1944; member of the bar, New York, 


_— Ohio; Assistant General Counsel, C.1.T. Financial Corporation, New York, New 
ork. 
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other fields, plays no part in this step of distribution, and the 
burden of financing these working capital requirements falls 
on financial institutions. As a practical] matter, it falls largely 
on those financing institutions that do the retail financing, 
because the dealer expects wholesale financing accommodation 
as a concomitant of the deal by which he arranges to sell his 
consumer retail paper. The problem is intensifying every 
year, not only as the price level rises, but also as the necessary 
floor stock increases with the proliferation of models, two- 
tone combinations of colors for automobiles, and even colors 
in the goods which can no longer be called strictly “white 
goods.” 

In the industrial equipment field, while the factories extend 
credit of various kinds, factory credit frequently has a duration 
too short to move the relatively specialized piece of machinery. 
At the expiration of the factory credit period, the dealer must 
again resort to financing through a bank or other financial 
institution.” 

This article will discuss some of the legal problems that have 
developed in the “wholesale” financing of goods of the types 
mentioned. This financing has as its outstanding distinguishing 
feature the fact that the financing is extended in a fixed amount 
on each unit, with the expectation that the credit will be retired 
when the unit is sold.* In this respect, while the basic problems 
are identical, this type of financing and the legal problems re- 
lated thereto differ from the form of financing dealers’ floor 
stocks of goods which are not readily susceptible of individual 
accounting and individual credit extension, such as textiles and 
other work in process, stocks of parts, small appliances, etc. 


I. TRUST RECEIPTS AND RELATED LEGAL 
STRUCTURES FOR INVENTORY FINANCING 


A. Central, General Filing 
The volume of inventory financing of the types to be dis- 


2 There is no single word in common use which could aptly substitute for the phrase 
“bank or other financial institution.” To avoid constant repetition of that phrase, the 
writer is going to use the term “financer,” a term once used in drafts of the Uniform 
Commercial Code but unhappily later abandoned by the draftsmen. 

8 This does not mean that the financing is short-term in economic effect. See Kripke, 
Current Assets Financing as a Source of Long-Term Capital, 36 Minn. L. Rev. 506 (1952). 
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cussed, and the frequency of sales of individual items, make it 
all but impossible to use legal mechanisms which call for in- 
dividual filing of the lien documents, individual filing of satis- 
factions or releases, and formalities of execution such as the 
acknowledgments and affidavits which are required for chattel 
mortgages in many states. Moreover, apart from formalities, 
the chattel mortgage was an inadequate device for financing 
twentieth-century hard goods because it was encumbered with 
nineteenth-century rules developed in a different milieu, to 
tthe effect that a chattel mortgage on a stock of goods for 
resale was either conclusively fraudulent or presumptively 
fraudulent.® 

In response to the obvious need for simple forms of lien 
documents and expeditious legal techniques that would meet 
the practical commercial problem, the National Conference 
of Commissioners on Uniform State Laws promulgated the 
Uniform Trust Receipts Act in the 1920’s, and that law has 
now been adopted in more than thirty states, including Illinois.* 
This statute was the prototype of all central filing statutes for 
chattels generally. All that is necessary for public notice is a 
single, simple “Statement of Trust Receipt Financing” signed 


5See Cohen and Gerber, Mortgages of Merchandise, 39 Cotum. L. Rev. 1888 (1939). 
This is not to say that chattel mortgages are never used for inventory financing. They 
are so used, in states which do not have the Uniform Trust Receipts Act, and in states 
having the act in factual situations where the act does not fit. See pp. 585-88 infra. 
Two states have central filing statutes for chattel mortgages on certain kinds of inventory. 
NJ. Rev. Srar. § 46:28-5.1; N.Y. Lrew Law § 280-c. Colorado has a chattel mortgage 
statute with inventory mortgage provisions in total effect very similar to the Uniform Trust 
Receipts Act. Coro. Rev. Srar. §§ 20-2-1 to -12. 

8 The act will be cited herein as UTRA. In Illinois it appears as Inu. Rev. Srar. c. 121%, 
§§ 166-187 (1955); 28 Jones Inx. Srar. Ann. § 185.17 (Supp. 1949), with 22 subdivisions 
corresponding to the 22 sections of the act. 

The UTRA is 80 years old. Considering the problems herein discussed from the 
point of view of principle, it will frequently be useful to refer to a much later uniform 
statute covering the same ground, the Uniform Commercial Code as promulgated in 1952 
by the National Conference of Commissioners on Uniform State Laws and the American 
Law Institute. The Code has been adopted in only one state, Pennsylvania, but the 
sponsors hope for its further adoption in other states. Whether or not it will be adopted 
further, it represents the very recent thinking of a substantial number of practicing lawyers 
and law teachers, and in its article 9 it adapts and modernizes the concepts of the . 
The Code as published in 1954 with certain 1953 amendments to the 1952 Final Draft 
is herein cited as UCC. A subsequent supplement officially published by the sponsors is 
herein cited as UCC Supp. No. 1. A major revision of the Code as recommended by its 
Editorial Board—Uniform Commercial Code, 1957 Official Edition—is herein cited as 
UCC 1957. : 

For discussions of the UCC as it relates to the subject matter of this symposium, see 
Kripke, Article 9: Secured Transactions under the Uniform Commercial Code in Penn- 
sylvania, 15 U. Prrr. L. Rev. 602 (1954); Kripke, The Modernization of Commercial 
Security under the Uniform Commercial Code, 16 Law & Contemp. Pros. 183 (1951); 
BinNBAUM, SECURED TRANSACTIONS UNDER THE UniForM ComMERcIAL Cope (A.L.I. 1954). 
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both by the dealer and the financer, identifying the parties, 
their addresses, and the general character of the goods to be 
financed.’ The filing is good for one year, and validity may be 
continued for another year by a simple form of renewal.° The 
Statement is filed with the Secretary of State and is good 
throughout the state,’ and all problems as to necessity for 
refiling in the event of change of business address or of resid- 
ence, or duplicate filing for multiple offices, are eliminated. 
Since there is no identification of individual articles or individual 
lien documents in the publicly filed Statement, there is no 
problem of filing releases or satisfactions. 


B. Problems of Execution of Individual Lien Documents 


Even the simple filing procedure does not fully solve the 
problem of providing a legal mechanism adequate to meet com- 
mercial needs. There is still the question of the execution of in- 
dividual lien documents, since goods are shipped to the dealer as 
frequently as once a week or even oftener. Must a dealer in an 
outlying community or neighborhood come into the metropoli- 
tan area or the downtown business district to sign a trust re- 
ceipt every time the financer is called on to pay the factory’s 
sight draft to which shipping documents are attached? If it is 
not necessary that he sign simultaneously with the advance of 
the funds, how soon must he do so? These are problems which 
trouble lawyers handling these matters, and little guidance is 
to be found in any reported cases. Perhaps the very absence 
of litigation on the question indicates that no meticulous form- 
ality and time schedule are necessary under the circumstances.” 

In a situation in which the existing practice is not reflected 
in reported litigation, no generalization as to practice may be 
made with confidence. It is believed that there exists a sub- 
stantial amount of experimentation with devices for simplify- 
ing this whole problem of signing individual lien documents. 
One reported litigation shows that one of the major finance 


7 Untrorm Trust Recerpts Act § 18 (2). 

8 Id. §§ 13(4), 18(5). 

9 Id. §13(1). 

10 The discussion here assumes that the trust receipt financing was arranged in advance, 
and the question considered is merely as to the timing of the signature of the trust receipt. 
Different questions are presented where the financing was not arranged in advance. 
discussion p. 586 infra. 
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companies was using a form of “signatory authorization” under 
which, in substance, the employees of the lender were authorized 
'to execute chattel mortgages in its favor, on behalf of a dealer- 
borrower. The rather strange opinion in the case goes off on 
other issues, but the court takes it for granted that this exercise 
of power is itself valid." There is no reason in principle why 
it should not be valid. While there are holdings that the 
obligee may not sign the obligor’s name to the obligation,” in 
the “signatory authorization” it is an agent of the lender who 
is authorized to do so, and there is no rule precluding an agent 
from acting for both parties with the knowledge and consent 
of both. 

It should be clear, however, that the type of “signatory 
authorization” used can create a debt and lien no better than 
the borrower’s actual authorization to the lender’ to pay for 
the borrower’s purchases. If a situation existed where the 
borrower had not ordered and accepted the goods, obviously 
the signing of the borrower’s name by the lender or his agent 
would give the lender no rights. Similarly, even if the bor- 
rower had, in fact, orally authorized the financing and the sig- 
nature but never received the goods and repudiated his con- 
tract, the lender would be involved in a factual issue as to 
veracity—certainly a rare position for experienced lenders to 
be in. 

Another possibility inadequately explored in the reported 
cases, but one which offers interesting possibilities for simplifi- 
cation in this field, is the provision of the UTRA that an agree- 
ment to give a trust receipt is a trust receipt."* This suggests 
that an underlying agreement, defining the rights of the parties 
on each financing transaction, should have the same effect as 


11 Commercial Credit Corp. v. Davis, 117 F. Supp. $8 (W.D. Mo. 1958). For a similar 
use of a signatory authorization with trust receipts by a smaller finance company, see 
Commercial Credit Corporation v. General Contract Corporation, 223 Miss. 774, 79 
So. @d 257 (1955). 

12 Hamilton v. Adams, 214 Ala. 440, 108 So. 1 (1926). See note 15 infra. 

13 In this article, for convenience, the “entruster” under the UTRA is sometimes referred 
to as a lender, and the “trustee” is sometimes referred to as a borrower. It has sometimes 
been questioned whether the advance of funds by entruster for the trustee in three-party 
financing constitutes a loan or whether it might fall into some other legal pigeonhole. This 
question might be of some practical importance in various contexts, such as usury. Cf. dis- 
cussion p. 589 infra. No opinion is expressed on the question of classification herein, and the 
terms “lender” and “borrower” are used solely as a matter of convenience. 

14 Untrrorm Trust Recerpts Act §4(1). See C.1.T. Corp. v. Commercial Bank, 64 
Cal. App. 2d 722, 149 P.2@d 489 (1944). 
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execution of individual trust receipts for each transaction.” 
There would seem to be no reason why the parties could not 
reach such an underlying agreement, with the terms therof 
becoming applicable to individual transactions upon being made 
applicable by informal memoranda of 'the parties or perhaps 
merely by the lender financing a particular shipment and the 
borrower evidencing his acquiescence by accepting the goods. 


C. Trust Receipt Financing as Purchase-Money Financing 

Without deprecating the far-reaching achievements of the 
UTRA, it may be said that the act is still limited in its effective- 
ness by the inability of the draftsmen in the 1920’s to break 
out of their conceptualistic thinking. Was the trust receipt 
just another name for a chattel mortgage or a conditional sale 
contract? If so, how could one justify a far less stringent set 
of rules as to execution formalities and filing requirements? If 
it was not just another name for the same thing, how did it 
differ?® Out of thinking of this type arose the definitions in the 
UTRA designed to indicate how the trust receipt differed from 
a chattel mortgage or conditional sale contract.” 

With this formalism, the act took one step but not a second 
step necessary to free the trust receipt device from conceptual- 


15 Compare Crow v. Carter, 5 Ind. App. 169, $1 N.E. 987 (1892), which holds that the 
rule that the obligee may not sign the obligor’s name (see discussion a > the ‘obligation 
does not apply where no written instrument is oui to evidence 

There is probably an implied rejection sub silentio of the suggestion made in the text 
in Crusoe v. Associates Discount Corporation, 129 F. Supp. 598 (N.D. Fla. 1955), which 
inc aera palneleenmnaierntecar tenesgile tates 
of the ershi 

16 The courts struggled with these questions in Commercial Discount Co. v. County of 
Los Angeles, 16 Cal. @d 158, 105 Ped 115 (1940); Chichester v. Commercial Credit Co., 
$7 Cal. App . @d 489, 99 P2d 1088 (1940); Wenzel v. Gorman, $50 Ill. A 260, 112 
NE@d 494° (ist Dist. 1958) (abst. dec.); Associates Discount Corp. v. C. E, Fay Co., 
$07 Mass. 577, 80 N.E.2d 876 (1941); Handy v. C.LT. Corp., 291 Mass. 157, 197 NE. 
64 (19385); Walton v. Commercial Credit Co., 68 S.D. 151, 299 N.W. 300 (1941). In 
Barrett a v. Bank of Manhattan Co., 218 Fad 763, 765 (2d Cir. 1954), Learned Hand, 


CJ. , sai 
. In Moors v. Kidder, 106 N.Y. $2, 12 N.E. 818, the validity of such a receipt 

bn, it is true, the assent of only four out of the seven judges of the Court of Appeals 
a Ger based their ruling upon the purely verbal distinction that ‘title’ did not pass 

to the buyer, unlike a chattel mortgage. With deference we cannot understand how that 
Gderence could over have boon thought to dlaguise the potent chasacter of tho trans- 
action as an unrecorded chattel mortgage; but as a prophetic step in advance, 
has amply justified it, for thirty states and two territories ens Bonds the Act.” 
17 Unrrorm Trust Recerprs Act § @. 

“The Uniform Trust Receipt Act is a perplexing maze of technical wholly 
incomprehensible without an extensive study of the background and elopment of 
the security device known as the trust receipt. To avoid trespassing upon the traditional 
and well defined fields of such common security devices as the pledge, conditional sale 
and chattel mortgage, most of the act is devoted to definition, limitation and restriction 








INVENTORY FINANCING OF HARD GOODS 1019 


ism. A common-law trust receipt had been thought not to be 
valid unless the passage of the “title” was so guarded that it 
never reached the buyer-dealer-trustee before it reached 
the financer-entruster.* In other words, the transaction was 
thought of as a three-party transaction in which title passed 
from the manufacturer-seller to the financer-entruster in ex- 
change for payment, and simultaneously the buyer-dealer- 
trustee acquired an interest in it in exchange for his promise to 
pay. The heavy emphasis on the flow of title is abolished by the 
statute, which makes it clear that a trust receipt is not invali- 
dated even though title may flow to the buyer.”® The statute, 
however, does not eliminate the second requirement that the 
transaction be essentially three-cornered, with the dealer-trustee 
acquiring possession of the goods and a financing arrangement 
between the dealer and financer-entruster, as part of which the 
financer has or “is to acquire promptly” a security interest 
in the goods.” 

Case law is very skimpy, and therefore unsatisfactory, as 
to this requirement of “promptly.” Clearly the requirement 
should be satisfied whenever the delivery of possession of the 
goods from the manufacturer to the dealer coincides in time 
with the financing arrangement. If the manufacturer at the 
time of shipment writes up his invoice to the financer, or to him 
and the dealer jointly, the requirement of time is obviously 
satisfied, and, as has been said, it is immaterial] whether the in- 
voice and bill of sale transfers title to the dealer who grants a 
security interest to the entruster, or whether title moves from 
factory to entruster. It would seem that the requirement of 
of the arena in which the new device is to play its part in the world of commerce.” In re 
Chappell, 77 F. Supp. 573, 575 (D. Ore. 1948). 

As an example, the UTRA has an unfortunate definition that a seller retaining title 
cannot be an “entruster.” This definition can have no other purpose than to attempt 
to keep a trust receipt from serving the function ee a conditional sales contract. Condi- 
tional sales for resale, available as an inventory financing device, are provided for in 
§9 of the Uniform Conditional Sales Act, 2 Untrorm on ANNOTATED 15, which act 
was promulgated by the National Conference of Commissioners oS Uniform State Laws 
in 1918, several years before the National Conference promulgated the UTRA. 

18 Chichester v. Commercial Credit Co., supra note 16; Walton v. Commercial Credit 
supra note 16. See also Metropolitan Finance Corp. v. Morf, 42 Cal. App. 2d 


Co 

756, 100 P.2d 969 (1941); Nationat Conrerence or Commaussionegs on Unirorm Srate 
Laws, Preratory Nore to tHe Untrorm Trust Receipts Act 8 (1933). 

19 Unrrorm Trust Recerprs Act § 2(1); Chichester v. Commercial Credit Co., supra note 
16; Universal Credit Co. v. Citizens State Bank, 224 Ind. 1, 64 N.E.2d 28 (1945) ; Auto- 
mobile Banking Corp. v. Weicht, 160 Pa. Super. 422, 51 A2d 409 (1947). 

20 Unrrorm Trust Recewrts Act § 2(1) (a). 
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“promptly” is satisfied also if the manufacturer is paid at 
shipping point by the financer, a practice which is very common 
in most automobile wholesale financing. The manufacturer 
makes his invoice to the dealer, but acknowledges the source 
of payment with some legend on the invoice showing the source 
of funds. 

As the next step, suppose that the manufacturer ships the 
goods to the dealer with sight draft and bill of lading attached, 
and the financer supplies the funds with which to pay the draft 
and obtains a trust receipt from the dealer. The manufacturer, 
however, has no knowledge as to source of funds and no ex- 
pectation that they would be flowing from the particular fi- 
nancer or from any financer. It is believed that this trans- 
action satisfies the requirements of the statute, because the 
passage of control of the goods from the manufacturer is simul- 
taneous with the financing transaction, and the documentary 
draft device produces the necessary simultaneity. 

Suppose, however, that the manufacturer ships the goods on 
open account, passing complete control thereof to the dealer 
who receives a straight bill of lading and who would have the 
power to divert the goods in transit. The financer supplies 
the funds with which to pay the open account invoice. Can it 
obtain a good trust receipt if it supplies these funds thirty days 
after the date of the invoice?—ten days after that date?—one 
day after that date? On these sets of facts, opinions differ. 
To the present writer, it seems that as long as the manufacturer 
has transferred complete control over the goods to the dealer 
with no prior financing arrangement, there is a question whe- 
ther the trust receipt is valid, even though the financing arrange- 
ment may follow the dealer’s receipt of the invoice by only a 
day or so.” 


Resulting limitations on use of the trust receipt. The effect 
of this continued emphasis by the Uniform Trust Receipts Act 


21 On this question, see In re San Clemente Elec. Supply Co., 101 F. Supp. 252 (S.D. 
Calif. 1951) (trust receipt transaction two years after shipment); In re Chappell, 77 
F Supp. 573 (D. Ore. 1948) (goods had been shipped on open account, and some already 
paid for, long before trust receipt transaction); Metropolitan Finance Corp. of California 
v. Morf, supra note 18 (not purchase-money financing). But see Associates Discount 
Corp. v. Slayton, 85 So. 2d 199 (Miss. 1956) (trust receipt transaction one day after 
dealer’s purchase, without prearrangement, assumed to be valid without discussion) . 
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on three-cornered transactions is to make the UTRA unavail- 
able (in its standard form) for certain types of inventory fi- 
nancing of somewhat frequent occurrence. For present pur- 
poses, their common feature is the absence of this necessary 
three-cornered simultaneity. One example is the change of 
financers by a dealer after he has acquired the jnventory. Unless 
the transaction is so amicable that financer B can buy financer 
A’s existing purchase-money trust receipts, the transaction 
must take the form of a satisfaction of one set of trust receipts 
and a new loan secured by new trust receipts which will lack 
the necessary element of simultaneity with the dealer’s acquisi- 
tion of possession and ownership. A similar problem arises 
in the financing of used cars or other equipment, where the 
dealer first takes them in trade and then desires financing at 
some later date when his working capital is being pinched. A 
third situation arises in machinery fields where the dealer first 
exhausts the open-account period of credit made available by 
the manufacturer, and may then need and request financing 
from a third party months after title has passed to him on the 
open account shipment. 


Illinois variant of the Uniform Trust Receipts Act. Because 
of these restrictions of the applicability of the trust receipt 
device under the UTRA, Illinois and several other states” 
have departed from the Uniform Act and have adopted variant 
language the effect of which (although the words are very 
obscure) is considered ‘to be that the trust receipt is available 
notwithstanding the lack of simultaneity.% This makes the 
trust receipt available substantially in every case where a chattel 
mortgage on inventory would be available.” 


22 Connecticut, Florida, Indiana, Maine, Nevada, Oregon, and Wisconsin. In California 
and Tennessee similar provisions are limited in application to automobiles and certain 
other forms of major durable 

28 In Illinois and most of the other states the change is accomplished by adding to the 
definition of a trust receipt in Unrrorm Trust Recerprs Act § 2(1) (a), which contem- 
plates that the trustee will receive delivery of the goods as part of the trust receipt 
transaction, an alternative definition in a new § 2(1)(c) which contemplates that the 
entruster gives new value in exchange for a security interest in goods already possessed 
by the trustee. 

24 See Commercial Credit Corp. v. Horan, 325 Ill. App. 625, 60 N.E.2d 763 (Ist Dist. 
1945), and General Finance Corp. v. Krause Motor Sales, 302 I. App. 210, 28 N.E.2d 
781 (1st Dist. 1989), where the validity of non-purchase-money trust receipts was taken 
for granted. See also Donn v. Auto Dealers Inv. Co., $85 Ill. 211, 52 N.E.2d 695 (1944), 
where the priority of conflicting trust receipts was discussed with no consideration of the 
question whether either represented purchase-money financing. 
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It is interesting to note the development in the thinking 
of the draftsmen of the act. Professor Llewellyn, the drafts- 
man of the UTRA, denounced this variant from the Uniform 
Act as “disembowelling” on the ground that it eliminated the 
distinction between the trust receipt and the chattel mortgage.” 
But twenty-five years after he drafted the UTRA, he was 
Chief Reporter for the Uniform Commercial Code, article 9 
of which is a draft of a modern law of chattel security, which 
makes the central filing and other aspects of the trust receipt 
available for all forms of inventory financing, without regard 
to the flow of title or to simultaneity, and even extends the 
same “disembowelling” principles to individual “retail” security 
transactions for which the need for this simplicity was far less 
acute. It solves the problem of distinguishing between chattel 
mortgage, conditional sale, and trust receipt by abolishing the 
distinction. 


D. Priorities Among Conflicting Inventory Liens 
Since under the UTRA and the UCC a single notice con- 

stitutes public filing for all inventory lien documents executed 
in a year or more, the possibility exists that more than one such 
filing may have occurred on behalf of different lenders. The 
possibility of conflicts in the liens results, either by reason of 
the dealer’s fraudulent double financing or by reason of after- 
acquired property clauses which might automatically subject 
to one lien an item of inventory which had been made the sub- 
ject of specific financing by another lender. Conflict apart 
from fraud is a rare possibility under the UTRA, in view of 
the purchase-money requirement for financing thereunder. If 
a lender knows that he has the first filing and that he is paying 
the seller and therefore acquiring purchase-money liens, he does 
not have to worry very much about the possibility that other 
25 Braucuer, SuTHERLAND aND Wiiicox, CommerciaL TraNsacTions—Text, Forms, 
Sratures 162 (1950): 

“The Act was adopted in California with a new Section 2(1) () added. That provi- 
sion, not approved by the Commissioners, permitted trust receipts for new value ‘in 
or documents in possession of the trustee and the possession of which is retained by the 
trustee.’ The effect was to permit in effect a chattel mortgage on stock in trade, not limited 
to security for purchase money. Professor Llewellyn described the new clause as ‘dis- 
embowelling.’ California repealed it in 1989; but Connecticut, Dlinois, Indiana and Nevada 


Reve suns 8. California and Oregon have similar provisions for motor vehicles and 
airp 
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lenders may have gotten ahead of him by prior advances.”* 

Where inventory financing is available in non-purchase- 
money situations, as it is under the UCC or the Illinois variant 
of the UTRA, the possibility of conflict is much greater. Yet 
only one reported case has presented the problem in a situation 
not resolved by reference to the question of who had the pur- 
chase-money interest. It happens to be an Illinois case.” The 
court there held that the creditor first making an advance 
against the specific inventory prevailed, even though he was 
the later lender to file. It thought that its rule was necessary 
to prevent the first financer to file from having a monopoly 
position. 

The difficulty with the rule of the Donn case is that it gives 
a lender no benefit from his priority in filing. He could file in 
the Office of the Secretary of State and ascertain that he was 
the first person to file a notice in respect to the debtor, and yet 
under the Donn case, a party subsequently filing might defeat 
the position of the first lender by filing later and advancing the 
funds first. Thus, as a theoretical matter at least, the first 
lender could never rely on his filing in making advances on 
newly-acquired items of inventory, without checking to ascer- 
tain (a) whether someone else had subsequently filed; and 
(b) whether that person had made a prior advance against 
the items of inventory in question. 

The draftsmen of the UCC therefore consciously set out 
to reject the rule of the Donn case. They provided in sub- 
stance that liens attaching to newly-acquired inventory after 
filing took priority from the time (i.e., in the order) of filing, 
regardless of when the advances were made, except for a saving 
clause for purchase-money interests.” This rule may be 
thought to tend toward monopoly, but it is not for that reason 
undesirable. Generally speaking, inventory financing of the 
28 See C.1.T. Corp. v. Commercial Bank, 64 Cal. App. 2d 722, 149 P.2d 489 (1944), where 
the holder of the cunthannabenae trust receipts prevailed over a rival holder, even though 
the latter’s trust receipts were also obtained at the time of the dealer’s receiving possession 
of the — and in at least one case antedated the purchase-money trust receipt. 
ee oan v. Auto Dealers Inv. Co., $85 Ill. 211, 5% N.E.2d 695 (1944). 


The appellate court pointed this out in the Donn case, and on this basis reached a 
Ne ee ee a ee Sauk ot Sit Donn v. Auto Dealers 
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type under discussion cannot feasibly be administered on a con- 
‘tinuing basis if more than one lender is participating, unless 
there are in effect two separate financing operations on two 
clearly distinct product lines, such as automobiles and farm 
implements. It is necessary, however, to leave room for some 
competition so that the monopoly position is not unchallenge- 
able. Wholesale financing goes hand in hand with the financing 
of the retail installent paper. Competition among financers for 
the retail paper and consequently for the wholesale is keen. 
Any rule of law which would make it impossibe for a dealer 
to begin obtaining his wholesale financing from a new lender 
would perpetuate the position of the old lender. The UCC 
makes it possible for a new lender to assure himself of the 
priority of his interest by being sure that he has acquired a 
purchase-money lien (i.e., by paying the seller) and by notify- 
ing any other lender who had filed first. 


E. Usury in Inventory Financing 


There has been little litigation on the problem of usury in 
inventory financing of the types under discussion.” As it has 
been said, this financing is usually engaged in by lenders who 
hope to acquire the retail installment paper of the dealer. The 
financing is furnished essentially as an accommodation at low 
rates which are usually well within legal interest rates. The 
single problem arises from the fact that the interest charge 
is sometimes accompanied by a flat charge, for instance $1.00 
or $2.00 a unit. Since the inventory may be sold within three 
or four days after the inventory financing was arranged, the 
per annum interest charge for these few days produces little 
or no revenue and cannot begin to compensate the financer 
for the bookkeeping and other handling expenses, especially 
where he has to maintain facilities for paying the factories at 
distant shipping points. Moreover, these flat charges some- 
times cover the cost of insurance on the goods furnished by the 
lender for the period while the unit is in transit or on the dealer’s 
30 In Oil City Motor Co. v. C.LT. Corp., 76 F.2d 589 (10th Cir. 1985), it was held that 
three-party trust receipt financing did not involve lending. In Klett v. Security Acceptance 
Co., 88 Cal. 2d 770, 242 P.2@d 878 (195%), the view of the Oil City case was rejected, 


but it was recognized that a rate nominally above the legal maximum may be legitimate 
because part of it covers handling and similar costs. 
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floor. The flat charge in addition to the interest rate is designed 
to cover these costs. The courts should sustain these flat charges 
as justifiable under the circumstances, even though, if computed 
as a per annum rate and added to the interest charge, they 
might, on a particular short turnover, eventuate in a rate per 
annum in excess of the permitted interest rate. 


F.. Lack of Coordination of UTRA with Automobile Certifi- 
cate of Title Laws 

One other aspect of the legal structure of inventory financ- 
ing may be mentioned—the relationship between the UTRA 
or other statutory inventory financing schemes and automobile 
certificate-of-title laws. ‘The mobility of automobiles and the 
identity of appearance of thousands of units of each brand 
made it desirable early in this century to control the ownership 
of each car through a certificate of title. About thirty-five 
states have some kind of certificate-of-title law, including a 
Uniform Motor Vehicle Anti-Theft Act once sponsored by the 
National Conference of Commissioners on Uniform State 
Laws, which is law in Illinois.** Many of the statutes go far 
beyond this anti-theft type of statute, and provide that liens 
can be perfected only by being shown on the certificate of title. 
But none of them provide any intelligent harmonization of this 
requirement with the practicalities of inventory financing or 
with the UTRA or comparable statutes governing inventory 
financing. 

Thus, several statutes use the “manufacturer’s certiticate” 
or “certificate of origin” as the means by which the certificate 
of title chain gets started. The manufacturer delivers such a 
certificate to the dealer and the dealer and his customer use 
it in applying for the first certificate of title. In some of these 
states there are provisions that no inventory lien on a new, 
untitled automobile is valid unless the certificate of origin be 
held by the lender. But a dealer trying to make an automobile 
sale cannot always delay his sale until he pays off the inventory 
lien in advance and redeems the certificate of origin from the 
lender. This is particularly true when the dealer is in an out- 
lying neighborhood or an outlying community. Statutes of 


81 Tux. Rev. Srar. c. 9542, §§ 74-08 (1955). 
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this type are not consistent with the need for forms of inventory 
security that will fit in with commercial practice. 

For used cars, the legal position is obscure because the 
certificate-of-title statutes purport to require all liens on regis- 
tered vehicles to be shown on their certificates of title. The used 
car is registered, and, therefore, reading the certificate-of-title 
act, one would conclude that the dealer’s trust receipt or other 
inventory lien on the used car must be shown on the title. But 
the same certificate-of-title statutes also provide that the dealer 
need not have the title in his own name, but may merely hold a 
certificate of title assigned by the consumer from whom he 
obtained the car. It is difficult to imagine how the dealer’s 
inventory lien could be shown on a title which is not in the 
dealer’s name.” The law of this problem is in a total state 
of confusion, and will remain so until certificate-of-title laws 
and inventory lien laws are co-ordinated. 

Under the Uniform Certificate of Title Act promulgated 
by the National Conference of Commissioners on Uniform 
State Laws in 1955,*° but not yet adopted in any state, this 
problem will be settled by making inapplicable to inventory 
liens the requirement that liens be noted on the certificate of 
title. Inventory liens will then be perfected in the same man- 
ner as liens on chattels other than motor vehicles, and, there- 
fore, can be perfected by complying with the UTRA, the UCC, 
or any other statutory procedure for inventory liens. 


II. SPECIAL CONSEQUENCES OF LIENS ON 
INVENTORY 
The lien on inventory has a number of aspects which make 
it markedly different from other liens with which most lawyers 
are familiar. We shall now discuss several of these aspects. 
They all have their origin in the fact that the lien is on goods 
which both parties expect the dealer to sell, for this is his 


32 Yet one case appears to enforce the statute literally. Bank of Keystone v. Kayton, 
155 Neb. 79, 50 N.W.2d 511 (1951). 

Some lenders believe that they safeguard themselves on used car inventory credit 
by taking possession of and holding the certificates of title endorsed in blank by the 
former owners. This practice may offer a very satisfactory protection against fraudulent 
sales by the dealers with failure to account for proceeds, but its efficacy as a compliance 
with legal requirements for the validation of inventory liens as against third parties 
seems to be considerably more doubtful. 

33 Untrorm Moror Venictz Certiricate oF Titte AND Anti-THerr Act, approved 
by the American Bar Association at its meeting at Philadelphia, Pa., August 25, 1955. 
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business and this is his purpose in obtaining the goods. In that 
respect, the dealer’s position is far different from that of the 
house buyer who executes a mortgage, or the automobile con- 
sumer who creates a financing encumbrance in the form of a 
chattel mortgage or conditional sale. 


A. Loss of Lien on Sale to Buyer in Ordinary Course of 
Trade 

The first problem concerns the survival of the lien on the 
goods when they reach the hands of the purchaser. Before 
the special nature of inventory financing was clearly recognized, 
there were cases from which one might conclude that the in- 
ventory lien survived against the goods even in the hands of 
the bona fide retail purchaser,” especially if the financer pur- 
ported to forbid sale or to require his prior consent to sale. 
Even today there are cases which, while protecting the retail 
purchaser, strain to do so either by finding some inadequacy 
in the perfection of the inventory lien or by invoking some 
kind of doctrine of estoppel against the lender. 

In this field, however, practice ran ahead of the law, and 
when the modern development of consumers’ hard goods forced 
the development of new techniques in inventory financing, the 
sales finance companies which pioneered these developments 
recognized that the retail purchaser was entitled to an auto- 
mobile and not to a lawsuit. The major companies have there- 
fore not sought to enforce an inventory lien against a bona fide 
retail purchaser,” and the underlying principle is now recog- 
nized in the UTRA,” the numerous factor’s lien acts," and the 


UCC.” 


34 F.g., Finance and Guaranty Co. v. Defiance Motor Truck Co., 145 Md. 94, 125 Atl 
585 (1924); Oliver Ditson Co. v. Bates, 181 Mass. 455, 63 N.E. 908 (1902) (lease of 
piano to dealer); Sargent v. Metcalf, 71 Mass. (5 Gray) 306 (1855); Utica Trust & 
Deposit Co. v. Decker, 244 N.Y. 340, 155 N.E. 655 (1927). 

35 For a few of the many cases recognizing that the bona fide retail purchaser is protected, 
see Commercial Credit Co. v. Barney Motor Co., 10 Cal. 2d 718, 76 P.2d 1181 (1938); 
Peoples Finance and Thrift Co. v. Bowman, 58 Cal. App. 2d 729, 187 P.2d 729 (1943); 
Bank of America v. National Funding Corp., 45 Cal. App. 2d 320, 114 P.@d 49 (1941); 
Commercial Discount Co. v. Mehne, 42 Cal. App. 220, 108 P.2d 735 (1940); Associates 
Discount Corp. v. Slayton, 85 So. 2d 199 (Miss. 1956); De Cozen Motor Co. v. Kaufman, 
118 NJ.L. 348, 174 Atl. 898 (1934); Redden v. Haley, 268 P.2d 270 (Okla. 1954). 

86 Unrrorm Trust Receipts Act § 9 (2) (a). ‘ 

87 E.g., Ti. Laws 69th Gen. Sess. 1955, at 2187, approved and effective July 18, 1955. 
For a list of other factor’s lien acts with similar provisions, see Fechteler, The Factor’s 
Lien Statutes, The Business Lawyer, Apr., 1956, pp. 60, 70-71. See also § 9 of the Uniform 
Conditional Sales Act, 2 Untrorm Laws Annotate 15. 

88 Unrrorm ComMeEnrciAL Cope § 9-307 (1). 
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Effect of this rule in bankruptcy. Thus, inventory financ- 
ing forced the development of 'the concept of split perfection 
of a lien—a lien good against creditors of the borrower and 
their representative, the trustee in bankruptcy, but not against 
a bona fide purchaser. 


From 1988 to 1950, however, section 60(a) of the Bank- 
ruptcy Act delayed the “perfection” of a transfer by the debtor 
until it had been so far perfected that not only creditors, but 
also a purchaser, if there were one, would fail to defeat it under 
the state law; and if not perfected before bankruptcy, the 
transfer was deemed perfected at the moment of bankruptcy. 
At this late point of time, of course, the transfer was a void- 
able preference for past consideration. This situation cast 
doubt on the validity in bankruptcy of substantially all trust 
receipts, factor’s liens, and other forms of inventory liens, 
and the situation was finally cured only by a concerted effort 
by the Bar which led in 1950 to the abolition of the hypothetical 
purchaser test in section 60(a) of the Bankruptcy Act.” It is 
indicative of the strong economic need for inventory financing 
that, notwithstanding the very substantial legal risk which 
existed for many years, wholesale financing to the tune of 
billions of dollars a year was conducted under this legal cloud. 


Special questions as to buyer in ordinary course of trade. 
Two areas remain open for further demarcation of this rule 
of law by litigation. One is when a retail purchaser is, in fact, 
a buyer in the ordinary course of trade. The question arises 
when a dealer on the threshold of bankruptcy makes bargain 
sales of cars to his employees or his or their relatives and 
friends.* This situation is difficult of factual determination, 
because in the recent periods in the automobile market, it is 
difficult to tell what is a bargain sale and what a sale at pre- 
vailing prices. 

The second developing question is whether another dealer is 
a buyer in the ordinary course of trade. There are many cases 


89 See Kupfer, The Recent Amendment to the Preference Section of the Bankruptcy 
Act, 22 N.Y. Sr. Bar Ass’n. Buty. $29 (1950). A case pending at the time of the 
amendment subsequently held (a) that trust receipts were good even before the amend- 
ment and (b) that the amendment had retroactive effect. Coin Machine Acceptance 
Corp. v. O’Donnell, 192 F.2d 778 (4th Cir. 1951). 

40 See cases cited notes 62-64 infra. 
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indicating that he is,“ and the current proliferation of models 
and frequent unbalanced inventory positions of particular deal- 
ers afford reasons for shifts of individual units of inventory 
from one dealer to another. Whether a shift of a substantial 
number of units from one dealer to another is considered to 
be in the ordinary course of trade is a considerably more doubt- 
ful question, and circumstances may indicate the lack of good 
faith. 


A third question may be mentioned just to set it aside. That 
is the question whether a second inventory financer (not claim- 
ing through an intervening purchase) is a “buyer” who can 
prevail over the inventory financer. Obviously, the second 
inventory financer is entitled to no protection against a properly 
perfected inventory lien.” If he were so entitled, there could 
be no safety of any kind in inventory financing. But one 
case has seemed to give the second inventory financer such 
protection, by an erroneous assertion that a second financer can 
cut off an inventory lien just as a buyer does.“ 


B. Following the Lien into the Proceeds of Sale 


The second major peculiarity of the inventory lien is the 
correlative of the principle that the purchaser takes free of the 
lien. This correlative is the rule that the lien is transferred to 
the proceeds of sale. This rule is expressed in the UTRA“ 
and in the UCC.* It is simpler to state the concept than it is 
to apply it to the variety of specific situations, as evidenced 
by the fact that after twenty-five years of experience with the 
UTRA, the revision thereof in the UCC as finally promul- 
gated had to be completely rewritten in Supplement No. 1 to 
the UCC and again in the 1957 revision of the UCC. 


Three major types of proceeds may be involved, and the 


41 Colonial Finance Co. v. DeBenigno, ‘25 Conn. 626, 7 A.2d 841 (1989); General Finance 
Corp. v. Krause Motor Sales, $02 lil. App. 210, 23 N.E.2d 781 (1st Dist. 1989); Associates 
Discount Corp. v. C. E. Fay Co., 807 Mass. 577, 30 N.E.2d 876 (1940); Commercial 
Credit Corp v. General Contract Corp, 79 So. 2d 257 (Miss. 1955); Stennous v. 
Universal C.I.T. Credit Corp., CCH Conprrionan Sate anp CHatret Mortaace Serv. 
718801 (Okla. 1956). 

42 Pacific Finance Corp. v. Hendley, 119 Cal. App. 697, 7 P.2d 391 (1982); Ford Motor 
Co. v. National Bond and Inv. Co., 294 Ill. App. 585, 14 N.E.2d $06 (1st Dist. 1988). 
43 Associates Discount Corp. v. Slayton, 85 So.2d 199 (Miss. 1956). 

44 Untrorm Trust Receipts Act §§ 9(8), 10. 

45 Untrorm Commerctat Cope §9-306, which was extensively revised in UCC 1957. 
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problem of the validity of this trust receipts lien against third 
parties differs in each type of case. 

(1) Trade-ins as proceeds. In some situations, part of 
the proceeds will be a used automobile or other used equipment, 
and the transfer of the inventory lien thereto has been recog- 
nized.“ The U'TRA provides that the lien on proceeds, even 
when identifiable, is waived by the lender-entruster’s failure 
to demand an accounting within ten days.’ No reported cases 
illuminate the meaning of this requirement. The requirement 
could only be given meaning by assuming that the entruster 
must demand some kind of a confirmatory instrument of lien 
within the ten days. But since a broad notice of trust receipt 
financing on cars or other described types of goods ought to 
give notice that trade-ins may be claimed as proceeds, the 
value of the confirmatory instrument other than as a symbolic 
act is not apparent. Under the UCC, as long as the original 
filed financing statement refers to proceeds, no further sym- 
bolic action is necessary.“ 


Neither the UTRA nor the UCC contains provisions recon- 
ciling the inventory lien on a used automobile as proceeds 
to the requirement in some states that all liens on registered 
vehicles be shown on the automobile certificate of title. 


(2) Receivables as proceeds. The second major type of 
proceeds are the obligations of the purchaser, which may be 
either an open account short-term debt, a conditional sale con- 
tract or chattel mortgage, a negotiable note, or perhaps a con- 
ditional sale contract and negotiable note together. The prob- 


46 The proceeds lien on the used car was recognized in People’s Finance & Thrift Co. v. 
Bowman, 58 Cal. App. 2d 729, 187 P.2d 729 (1948), but was held to be inferior to a trust 
receipt interest subsequently taken on the used car by another financer. The court’s theory 
was that the first financer by trusting the dealer had made it possible for him to deceive 
the second financer. This decision seems erroneous. Would not the court’s proposition 
be true in any case of double wholesale financing? Compare text at p. 593 supra. 

In Citizens Nat'l Trust and Sav. Bank v. Beverly Finance Co., 127 Cal. App. 2d 835, 
273 P.2d 714 (App. Dep’t 1954), the court approved the result of the Bowman case, supra, 
but held that the court in Bowman had been mistaken in assuming that the existence of 
the proceeds lien had a bearing on the position of competing financers, for the statutory 
provision for the proceeds lien was said to be applicable only between entruster and trustee. 
This criticism of Bowman seems to be erroneous. 

A second case recognizing the proceeds lien on a used car trade-in is General Motors 
Acceptance Corp. v. Associates Discount Corp., 88 N.YS.2d 972 (Syracuse Munic. 
Ct. 1942) rev’d on other grounds, 267 App. Div. 1082, 48 N.Y.S.2d 242 (4th Dep’t 
1944). But the lien vanished on sale of the used car to a retail buyer in ordinary course 
of trade, and the litigation was as to the proceeds of the later sale. 

47 Untrorm Trust Recerpts Act § 10(c). 
48 Untrorm Commencitat Cope § 9-306. 
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lems on this type of proceeds arise not between financer and 
dealer, but between the original financer claiming the obliga- 
tion as proceeds and another financer claiming the obligation 
by purchase. 

If the proceeds are an account receivable, it is identifiable 
as proceeds of the particular sale, and the discussion above as 
to used cars would seem to be generally applicable, with the 
exception that a possible conflict might exist with filing statutes 
governing the assignment of accounts receivable. The writer 
knows of no litigation involving a conflicting assignment of 
the account receivable. 

If the proceeds are a negotiable note, the right of a holder 
in due course of that note is protected against a claim to the 
note as proceeds, both under the UTRA” and under the UCC.” 

If the proceeds are a conditional sale contract, the rule is 
slightly more complicated, but the cases have been astonishingly 
confused. The UTRA applies the foregoing rules for nego- 
tiable instruments also to “instruments in such form as are 
by common practice purchased and sold as if negotiable,” and 
the question is whether conditional sale contracts fall within 
that language. Two courts in New York have held that they 
do not fall within the language.” In the writer’s opinion, this is 
contrary to the intent of the draftsmen of the UTRA, and 
erroneous factually. The time is rapidly approaching when 
even judges without an extensive commercial experience will 
be aware of the extent to which conditional sale contracts are 
common subjects of commerce. While the test “purchased and 
sold as if negotiable” is imperfect, the intent of the act seems 
clear. Accordingly, a California court has reached a result 
opposite to the New York result.™ 


49 Untrorm Trust Recerpts Act §§ 9(1) (a), 9(1) (b). See B.CS. Corp. v. Colonial 
Discount Co., 169 Misc. 711, 8 N.Y.S.2d 65 (N.Y. City Ct. 1988), where the second 
financer was held not to have acted in good faith, because it had knowledge of the 
original trust receipt financing. The decision seems to be questionable. Compare the 
rule as to the effect of knowledge under the UCC, which is discussed at p. 596 infra. 

50 Untrorm CommMenrctiAL Cope § 9-309. 

51 Untrorm Trust Receipts Act § 9(1) (a). 

52 Canadaigua Nat’! Bank and Trust Co. v. Commercial Credit Corp., 185 N.Y.S.2d 66 
(4th Dep’t 1954), reversing 204 Misc. 946, 126 N.Y.S.2d 316 (Sup. Ct. 1953); General 
Motors Acceptance Corp. v. Associates Discount Corp., 88 N.Y.S.2d 972 (Syracuse Munic. 
Ct. 1942), rev’d on other grounds, 267 App. Div. 1082, 48 N.Y.S.2d 242 (4th Dep’t (1944). 
53 Citizens Nat’l Trust and Sav. Bank v. Beverly Finance Co., 127 Cal. App. 2d 835, 
273 P.2d 714 (App. Dep’t 1954). Compare Universal Credit Co. v. Citizens State Bank, 
224 Ind. 1, 64 N.E.2d 28 (1945), which recognizes the proceeds lien, but holds that 
demand was not made in time under Untrorm Trust Receipts Act § 10(c). 
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Under the UCC, conditional sale contracts and similar 
instruments arising out of installment sales are clearly recog- 
nized as instruments of commerce to which the name “chattel 
paper” is given, and specific attention is given to them. They 
are recognized as proceeds, and the inventory lien attaches to 
them as proceeds.“ However, making a deliberate policy choice 
in order to avoid allowing the inventory financer to monopolize 
retail paper through the proceeds lien, the Code provides that 
a purchase of chattel paper for new consideration will defeat the 
proceeds lien, even where the new purchaser had knowledge of 
inventory financing giving rise to a proceeds lien on the chattel 
paper.” 

Clashes between the inventory financer and a purchaser of 
installment paper arising from the sale of the financed inventory 
are frequent, but only a few of the cases have worked the matter 
out in terms of the concept of the proceeds lien. The substi- 
tute legal structures erected by the courts in other cases are 
largely unsatisfactory. 


One apparently easy approach is to argue that since the 
retail purchaser cuts off the inventory lien, a retail encumb- 
rance (chattel mortgage or conditional sale) depending on the 
retail purchase is also free of the inventory lien.” But this 
approach totally ignores the position of the inventory lienor as 
a claimant to the retail paper as proceeds. 

A second ingenious approach is to argue that a sale on time, 
followed by sale of the installment paper by the dealer, is 
equivalent to a cash sale, which cuts off the inventory lien and 
leaves nothing to trace but cash.™ 


A third approach is to consider whether the retail financer is 
a “buyer in ordinary course of trade” or otherwise a bona fide 
purchaser. He is obviously not a “buyer in ordinary course of 
trade” under the UTRA.” Some courts hold that since he 


54 Untrorm CommerciAL Cope § 9-306, extensively rewritten in UCC 1957. 

55 Id. § 9-808, extensively rewritten in UCC 1957. 

56 See cases cited notes 52, 58 supra. 

57 Commercial Credit Co. v. Barney Motor Co., 10 Cal. 2d 718, 76 P.2d 1181 (1938); 
Bank of America v. National Funding Corp., 45 Cal. App. 2d $20, 114 P.2@d 49 (1941). 


58 Fidelity Corp. v. Associates Discount Corp., 340 Mich. 610, 66 N.W.2d 235 (1954). 


59 Unrrorm Trust Recerpts Act §1. Ford Motor Co. v. National Bond & In. Co., 
294 Ill. App. 585, 14 N.E2d 306 (lst Dist. 19388); B.C.S. Corp. v, Colonial Discount 
Co., 169 Mise. 711, 8 N.YS2d 65 (N.Y. City Ct. 1988). 
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is not a bona fide purchaser and succeeds only to the dealer’s 
interest, his interest is subject to the inventory lien.” Others 
hold that since he buys the dealer-trustee’s reserved title to the 
goods as conditional vendor, he is a bona fide purchaser of the 
goods, and cuts off the inventory lien.” 

None of these analyses of this situation is convincing. The 
nature of inventory financing requires that the inventory fi- 
nancer should have a claim to the retail paper as proceeds, and 
the crucial question is as to the circumstances under which the 
conflicting purchaser of the retail paper is entitled to cut off 
this proceeds claim. There is only one situation where the 
proceeds analysis does not seem to be the key to a satisfactory 
result. This is the situation where the retail purchase was not 
genuine or was not bona fide, but the second financer’s purchase 
of the resulting retail paper was bona fide. In these situations, 
although the retail financer has sometimes lost because of the 
defective source of his interest,” or lack of proof of his own 
good faith, the courts tend ‘to sustain the holder of the retail 
paper against the inventory financer.“ But it is hard to see 
how this result could be reached under the proceeds analysis 
because, the retail purchase not being bona fide, the purchase 
does not cut off the inventory lien, and the inventory lienor 
need not accept the transfer of his lien from the goods to the 
retail paper as proceeds. If the goods are still subject to the 
inventory lien, any retail liens dependent on the retail pur- 
chaser’s title fall, of course, with the defective title. But in the 
cases last cited the courts reached the opposite result, and 
quite possibly a result that will appear to be correct to many 
persons. 

(8) Cash as proceeds. 'The third major type of proceeds 


60 National Bond & Inv. Co. v. Union Inv. Co., 260 Mich. 307, 244 N.W. 483 (1932). 
$1 Security-First Nat'l Bank v. Taylor, 123 Cal. App. 2d $80, 266 P2@d 914 (1954) 
(erroneously citing UTRA provisions on buyer in ordinary course of trade); State Sav. 
Bank v. Universal Credit Co., 288 Iowa 247, 8 N.Wed 719 (1948) (reviewing a number 
of cases); De Cozen Motor Co. v. Kaufman, 118 NJ.L. 348, 174 = as (1984); First 
Nat’l Bank v. Arthur Hermann Co., 90 N.Y.S.2d 249 (8d Dep’t 

62 National Funding Corp. v. Stump, 57 Cal. App. 2d 29, 183 Ped 85 — (1948); Citizens 
Nat'l Bank v. Conger, 176 Misc. 1048, 29 N.Y.S.2d 65 (Sup. Ct. 1941). 

63 North American Acceptance Corp. v. Northern Ill. Corp., $47 Ill. App. 89, 106 N.E.2d 
197 (2d Dist. 1952). 

64 State Sav. Bank v. Universal Credit Co., supra note 61 (reviewing a number of cases) ; 
Farmers Nat’] Bank v. Universal Credit Co., 259 App. Div. 955, 20 N.Y.S.2d 1004 ($d 
Dep’t 1940) (mem. dec.) (facts are stated in the Conger case, supra note 62); General 
Credit Corp. v. First Nat'l Bank, 74 Wyo. 1, 288 P2d 1009 (1955). 
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is cash, either paid originally or resulting from the collection or 
sale of other proceeds. Under the UTRA, in addition to the 
provision subjecting identifiable proceeds to the proceeds lien® 
the draftsmen attempted to afford some measure of relief where 
cash could not be traced by providing that the entruster should 
be entitled to the value of any proceeds received by the dealer- 
trustee within ten days prior to receivership or bankruptcy, 
“and to a priority to the amount of such proceeds or value.” 
This still left open the possibility of difficult factual issues to 
be litigated in attempting to trace proceeds, as well as the un- 
satisfactory formal rules as to tracing. Accordingly, the drafts- 
men of the UCC sought to avoid all problems of identifying or 
tracing cash by providing that in the event of insolvency, there 
should be no right to cash proceeds not collected by the lender 
before the beginning of insolvency proceedings (whether or 
not tracing might be possible), and instead, the lender is given 
a right to a “priority in an amount equal to the value of any 
cash proceeds (whether identifiable or not) received by the 
debtor within ten days before the institution of such insolvency 
proceedings, less the amount of cash proceeds received by the 
debtor and paid over to the secured party during the ten day 
period....”* The draftsmen’s judgment that a ten-day auto- 
matic priority should be substituted for any right to trace pro- 
ceeds was questioned by many persons, but others accepted 
the draftsmen’s proposal as a reasonable rough and ready com- 
promise justified by the public advantage in avoiding difficult 
litigation. Even when the problem existed in this form, how- 
ever, the imperfection of the Code’s solution was pointed out, 
both in so far as the Code’s priority might conflict with existing 
rights of set-off, and because cases could readily be conjured 
up in which the cash proceeds had clearly gone into one bank 
and had been consumed, while the cash to which the priority 
was asserted was in another bank and indisputably had had 
other origins.” 

A recent case suggests still a further difficulty with the 


85 Unirorm Trust Recerrts Act § 10(c). 

66 Td. § 10(b). 

67 Unirorm CommenrciaL Cope § 9-306(8) (Supp. No. 1, 1955). 

68 PennsyLVANIA Banxers Association, PENNSYLVANIA BANKS AND THE UNIFORM 
CommenciaL Cope (1954) 29-$1. 
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Code’s approach. In re Harpeth Motors, Inc.,” decided under 
the UTRA, the question was whether the priority given by 
section 10(b) of the UTRA was really a state-created rule of 
priority or was a state-created lien. The district judge as- 
sumed properly that a state-created priority was of no efficacy 
in bankruptcy, but that a state-created lien would be recognized 
in bankruptcy. He concluded that the right given by section 
10(b) of the UTRA was the “legal and practical equivalent to 
a lien,” and therefore he sustained the claim of the lender-en- 
truster to the proceeds of financed inventory. The holding 
clearly accords with statutory intent, although the court ob- 
viously had difficulty with the language of section 10(b). 

The lack of coordination between the UTRA and the 
Bankruptcy Act was overlooked in the initial drafting of the 
UCC, and the same difficulty exists therein. The importance 
of the Harpeth Motors problem under the Code is increased be- 
cause, as has been said, under the Code the secured party does 
not even have the opportunity to avoid the legal issue by at- 
tempting to trace proceeds and make them “identifiable.” 

Fortunately, the Harpeth case called attention to the prob- 
lem before the Code was finally frozen, and the 1957 edition of 
section 9-806 of the Code restates the intended right of the 
creditor in terms of lien (“perfected security interest’) instead 
of priority. 


C. The “Dominion” Rule—Legal and Practical 

Closely related to the problem of claims to cash proceeds, 
just discussed, is the question whether inventory financing 
under the UTRA, the UCC, or other statutes conforms 'to the 
purported requirement of unrestricted dominion set forth by 
Mr. Justice Brandeis in Benedict v. Ratner.” Without under- 
taking in this article a discussion of this interesting area of law, 
it may here be stated that New York developed a rule applic- 
able to chattel mortgages on inventory or goods for resale, to 
the effect that the mortgage was void unless the mortgagor was 
under a duty to account for the proceeds of.sale. The New 
York cases certainly put the basis of the doctrine on the ground 


89 185 F. Supp. 868 (D.C. Tenn. 1955). 
70 268 U.S. 358, 45 Sup. Ct. 566 (1925). 





1036 THE BANKING LAW JOURNAL 


of apparent possession, but Mr. Justice Brandeis, in Benedict 
v. Ratner, purporting to interpret New York law, announced 
that the basis of the decision was that the allowance to the 
mortgagor of unrestricted dominion over the proceeds of sale 
was inconsistent with the concept of a lien on the inventory. 
Benedict v. Ratner has not merely been influential in the de- 
velopment of cases arising in New York, but has influenced the 
course of decision elsewhere and has frequently been deemed 
to announce a general rule to be followed in bankruptcy cases. 
Inventory financing of hard goods, as typically conducted under 
the UTRA and the UCC, does not appear to violate the nar- 
row rule of Benedict v. Ratner, because in such financing the 
contractual instruments require accounting for the proceeds of 
sale and 'the creditor always requires such accounting in so far 
as his policing is successful. The basic doctrine of Benedict v. 
Ratner has, however, been developed in a series of second cir- 
cuit cases to the effct that if the creditor has failed to exercise 
suitable dominion over the proceeds of sale of even a small 
portion of the inventory, he has thereby invalidated his lien not 
only over the uncontrolled proceeds, but also over the remaining 
inventory.” 

It is interesting to note that neither the UTRA nor the UCC 
accepts this far-reaching extension of Benedict v. Ratner. 
Under the UTRA, the creditor may lose proceeds received by 
the debtor more than ten days before bankruptcy, or may be 
deemed to have waived his claim to proceeds by his failure to 
make demand within ten days.” There is, however, no intima- 
tion that his remaining trust receipt interest on remaining in- 
ventory is forfeited by lack of zeal or even express waiver of 
claim to proceeds as to inventory sold. The provisions of the 
UCC, while differing in detail as to the right to cash proceeds,” 
likewise gives no hint that a failure to demand proceeds could 
affect the lien on remaining inventory. In fact, the Code goes 
further and abolishes by statute the doctrine of Benedict v. 
Ratner." 


71 See Cohen and Gerber, Mortgages of Accounts Receivable, 29 Gro. L. J. 555 (1941); 
Cohen and Gerber, Mortgages of Merchandise, 89 Cotum. L. Rev. 1888 (1939). 

72 Umtrorm Trust Receipts Act §§ 10(b), 10(c). 

73 Unrrorm CommenciaL Cope § 9-806, extensively revised in UCC 1957. 

14 Id. § 9-805. 
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But the responsibility of the creditor to control proceeds, 
imposed by law under Benedict v. Ratner, remains a duty of 
sound business administration, regardless of legal structure. 
Since the inventory lien does not survive against the ordinary 
good faith buyer, the lien is subject to sudden termination. A 
creditor who fails to enforce the contractual duty of prompt 
payment when inventory units are sold may find the proceeds 
diverted, even in good faith, into payroll and other expenses. 
Since the inventory credit may be equal to or even greater than 
the debtor’s entire net worth, even a short period of failure to 
require accounting for proceeds may leave the debtor insolvent 
and the creditor substantially unsecured. Thus, inventory fi- 
nancing has potentialities for sudden disaster, and requires alert 
administration by experienced personnel, including expensive 
periodic “floor checking” to be sure that all inventory not still 
on hand has been accounted for. 

The situation is still more dangerous in the states not having 
the UTRA or the UCC. While the common-law trust receipt 
may be valid in a few such states, or while resort to chattel 
mortgages may be practicable in a few instances, inventory 
financing on a non-possessory basis involves not only the sub- 
stantial credit dangers just mentioned, but also the further 
legal danger that the lien even on remaining identifiable in- 
ventory may not be recognized in bankruptcy, or may be deemed 
invalid under Benedict v. Ratner. Attempts to avoid the dan- 
gers by pledge devices, by putting the inventory in either bond- 
ed warehouses or field warehouses, run into the difficulty that 
such devices are inconsistent with the dealer’s necessary free- 
dom of disposition as to his inventory. For general use, they 
are not suitable in relation to the necessities of retail selling, 
and substantial risks must be taken in order to furnish the neces- 
sary inventory credit in states not having the UTRA, the UCC, 
or their equivalent. These risks move from the area of the 
theoretical to the area of the practical unless inventory credit 
is administered by thoroughly alert and experienced personnel. 








Standing of Lending Institutions 
to Review Orders of Banking 
Authorities 
WILKIE BUSHBY* 


The subject discussed here is somewhat more limited than 
the short heading would indicate. It relates to the standing 
of lending institutions to review in the courts orders of bank- 
ing authorities allegedly not conforming to applicable statutes, 
which have resulted from proceedings to which such lending 
institutions were not parties. 

A recent, and one of the last, opinions by Chief Justice 
Vanderbilt of the New Jersey Supreme Court has highlighted 
this subject. Elizabeth Federal and Savings Loan Assn., et al. 
v. Howell, Commissioner of Banking and Insurance, et al., 24 
N. J. 488, June 10, 1957, 182 A.2d 779. The opinion sustains 
the standing of such lending institutions to maintain review 
proceedings in the courts and thereby takes a contrary view to 
that of an opinion of the New York Supreme Court rendered 
a few years ago. Personal Finance Co. of N. Y.v. Lyons, 208 
Misc. 710, 121 N. Y. S. 2d 72 (Sup. Ct. 1958). 


SIMILAR ISSUES 


In the situation typified by these two cases the position of 
the petitioning institutions is that an order of the state banking 
authority has been issued contrary to law and that the pe- 
titioners have standing to maintain the court proceedings by 
reason of being members of the industry and competitors of 
the institution obtaining the administrative order, or as tax- 


“ EDITOR’S NOTE: This article is reprinted with the permission of the Editors of 
the PERSONAL FINANCE LAW QUARTERLY REPORT, published by the Confer- 
ence on Personal Finance Law, 50 Church Street, New York 7, N.Y. 

“Mr. Bushby has been engaged in the practice of law in New York City since 1921 
with the firm of Dewey, Ballantine, Bushby, Palmer & Wood, and predecessor firms. 
While his experience has necessarily been general in litigated and corporate matters, he 
has always maintained a special interest in the field of finance and banking. He is a 
graduate of Yale University and Harvard Law School and is currently President of the 
national Harvard Law School Association. 
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payers of the state or citizens and residents of the state. 


The factual situations in the two cases are different, but 
such difference would not seem to provide a basis for the con- 
trasting decisions on this point of the right to maintain the 
review proceeding. 


NEW JERSEY CASE 


In the New Jersey case the Commissioner of Banking had 
issued a license under a specific statutory provision to a sav- 
ings and loan association to open a branch office “in substitu- 
tion for” the office of another savings and loan association just 
purchased. The new office was some distance from the old office 
and set down in the midst of offices of a number of other lending 
institutions. 


Such other lending institutions were the petitioners who 
sought the court review, on the grounds that ‘the new office was 
not a “substitute” office within the meaning of the statute and 
that a proper record showing conformity to statutory standards 
had not been made before the Commissioner. These other lend- 
ing institutions contended they had standing as competitors in 
the industry in the locality who might be injured by the licens- 
ing of the new office. The court not only upheld their right to 
court review, but remanded the proceeding to the Commissioner 
to make a new record, with the implication that the merits could 
then be reviewed by the court. 


NEW YORK CASE 


In the New York case the Superintendent of Banks had 
issued a license to open an office to a licensed lender, apparently 
taking into consideration, among other things, the stipulation 
of the licensed lender to charge a lower rate of interest than the 
statutory maximum although there was no official record upon 
which the Superintendent acted. Other licensed lenders alleged 
that the issuance of a license upon such a consideration was con- 
trary to statute, that they were aggrieved as members of the 
industry and competitors of the first licensed lender, and as tax- 
payers, and as citizens and residents. The court held that they 
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had no position to maintain the proceeding and also that the 
the Superintendent of Banks had not acted improperly, ap- 
parently on the main ground that the Superintendent, as part 
of the defense to this proceeding, had filed an affidavit that he 
did not intend to take such a stipulation into consideration in 
any future application of any licensed lender. Obviously, 
petitioners were much handicapped by being unable to obtain 
and present to the court an official record in New York of the 
proceedings before the Superintendent. 

The rationale of the New Jersey decision is succinctly set 
forth in the opinion (24 N. J., pp. 501-502) : 
































“Competing banking institutions may be the only persons with 
sufficient private interest in harmony with the public concern for 
the safety of savings and bank deposits to bring the attention of 
the courts to errors of law in an administrative action granting a 
license to establish a branch contrary to the standards set by the 
statute delegating authority to so act. If such banking institu- 
tions do not have the necessary standing, who then is there who 
can or will challenge an administrative decision favorable to the 
applicant? Without standing in the appellants to invoke the power 
of judicial review, the Commissioner’s action favorable to Colonial, 
right or wrong, proper or arbitrary, takes on a conclusive charac- 
ter to the possible great detriment of the people as a whole.” 





Having found that being competing members of the indus- 
try is sufficient to give the institutions standing, the New Jersey 
decision does not discuss their standing as taxpayers or as 
citizens and residents. 


RATIONALE VARIANCE 


There is no corresponding clear-cut rationale set forth in 
the New York opinion. Instead, petitioners’ three contentions 
as to their standing are rejected in statements of considerable 
length. 

As to their being competitors and members of the industry, 
the court says (208 Misc., pp. 718-714) : 














“Thus, the premise for standing reduces itself to the potential 
danger to petitioners inherent in the allegedly illegal assertion of 
power by the Superintendent.” . . . and “Conceivably, the Super- 


REVIEWING ORDERS OF BANK AUTHORITIES 1041 


intendent’s consideration of an applicant’s representations as to 
past or future rates may never result in the issuance or denial of 
a license which would not otherwise have been issued or denied. 
In short, petitioners do not show injury to a legally protected right 
merely by reference to a flexible, nondecisive criterion which is one 
of many involved in an administrative determination not itself 
alleged to be injurious. It will be more appropriate for petitioners 
to claim standing when it can be demonstrated that the tenuous 
fears they now entertain have ripened palpably into a threatened, 
if not actual, injury.” 


As to being a taxpayer, the court holds that there is no 
statutory basis for such a proceeding in this area of administra- 


tive law. 

The court then concludes that a corporation, as contrasted 
with an individual, cannot maintain a suit as a citizen and resid- 
ent and also that an individual member of the general public 
would not have standing to maintain this sort of proceeding. 


NO STATUTORY DIFFERENCE 


It would not appear that there is any substantial statutory 
difference in the two states which could form the basis for the 
contrasting decisions. Both states have abolished the old pre- 
rogative writs of certiorari, mandamus and prohibition, and 
have provided that the same relief may be obtained through a 
simplified procedure. This action was taken in New Jersey by 
the Constitution of 1947, Article VI, Section 5, paragraph 4.* 
In New York the action was taken by enactment of Article 78, 
Section 1283 of the Civil Practice Act.** The language of 
these enactments would not seem to justify any difference in 
the decision of a court as to standing.*** 


*“4. Review by Superior Court in lieu of prerogative writs. 

4. Prerogative writs are superseded and, in lieu thereof, review, hearing and relief shall 
be afforded in the Superior Court, on terms and in the manner provided by rules of the 
Supreme Court, as of right, except in criminal causes where such review shall be dis- 
cretionary.” 

**“Classifications of certiorari to review; mandamus and prohibition abolished. 

The classifications, and writs and orders of certiorari to review, mandamus and prohibi- 
tion are hereby abolished. The relief heretofore obtained by such writs or orders shall 
hereafter be obtained as provided in this article. Wherever in’ any statute reference is 
made to a writ or order of certiorari, mandamus or prohibition, such reference shall, so 
far as applicable, be deemed to refer to the proceeding authorized by this article.” 
***Nor do the rules of the Supreme Court in New Jersey referred to in the Constitution 
grant any additional rights in that state. R. R. 4:88—1 through 15. 
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It may be that the decisions on this point of standing of the 
institutions were influenced by the feelings of the courts regard- 
ing their respective rights to relief on the merits, the New 
Jersey court holding that the petitioners were entitled to some 
relief and the New York court holding that they were entitled 
to none. 


PUBLIC INTEREST APPROACH 


A warning against this kind of influence coming to bear 
on the right to maintain a proceeding is referred to in Chief 
Justice Vanderbilt’s opinion. He quotes an article by Pro- 
fessor Bernard Schwartz in 9 Administrative Law Bulletin 
122, March 1957, criticizing a Federal decision taking a nar- 
row approach to the question of standing to maintain a proceed- 
ing as follows: “. . . there is a tendency in the opinion to 
confuse the question of whether a petitioner is aggrieved (i. e., 
the question of standing) with that of whether he is entitled to 
prevail on the merits.” 

The nub of the conflict between the two decisions seems to 


be not only the influence on the two courts of their views on the 
merits, but also the old tradition in New Jersey regarding the 
liberal use of prerogative writs to review administrative action. 
Chief Justice Vanderbilt said (24 N. J., pp. 500-501) : 


“Early in our judicial history the courts of this State in 
almost every respect took a more liberal view of the province of 
the prerogative writ of certiorari than the courts of any other 
state, Goodnow, “The Writ of Certiorari,” 6 Pol. Sc. Q. 493, 510, 
526 (1891). New Jersey courts extended the scope of certiorari 
far beyond its limited use at common law to review judicial acts, 
so as to include quasi-judicial, quasi-legislative, administrative 
and municipal action.” 


From the standpoint of the public interest, the reasoning 
of the late Chief Justice Vanderbilt would seem to be superior to 
that of the New York Supreme Court. 





BANKING DECISIONS 


In this department are published each month all of the important deci- 


sions of the Federal and State Courts involving questions pertaining 
to the law of banking and negotiable instruments. The experiences 
they disclose deserve careful attention and study of bankers, bank 
counsel, the depositor and the bank student seeking advancement. 





Payment of Certificate of Deposit Barred 
by Statute of Limitations 


The plaintiff, administrator of the estate of a deceased de- 
positor, brought suit against a bank on which a certificate of 
deposit was drawn. Although the certificate was issued in 
1919 and contained the terms set forth below, no demand for 
payment was made until 1954, some 35 years after the date of 
issuance and 23 years after the death of the depositor. The 
certificate read as follows: 

“The Farmers State. Bank $700.00 Aurora, Nebraska, 
12/5/1919 No. 4624. George Starkey has deposited in the 
Bank seven Hundred Dollars only only only Dollars, payable 
to the order of himself on the return of this Certificate properly 
endorsed. 6 or 12 months after date with interest at the rate 
of 4 percent per annum for the time specified only. George 
Wanek, Cashier. Certificate of Deposit. Not Subject to 
Check.” 

The issue in ‘this suit was whether the statute of limitations 
began to run on the certificate of deposit 12 months after its 
issuance date in 1919 or not until demand for payment in 1954. 
If it were the former date, clearly the statute would bar re- 
covery. After reviewing quite a few cases on this subject and 
even though it recognized that some cases have held that such a 
certificate is not due absolutely on the expiration of the time 
stated but only on the return of the certificate and demand for 
payment, the court ruled that since the certificate was payable 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 1385. 
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at a specified future time after date the statute of limitations 
began to run from the expiration of such time without the 
necessity of demand for payment. The certificate was due in 
1920 and since neither the depositor nor his administrator had 
made demand for payment for 34 years, recovery was barred 
by the running out of the statute of limitations. One judge 
dissented to the reasoning of the court. Powell, Administrator 
v. The Farmers State Bank, Supreme Court of Nebraska, 82 
N.W.2d 260. The opinion of the court is as follows: 


CHAPPELL, J.—Plaintiff, E. H. Powell, as administrator of the 
estate of Jennie I. Starkey, deceased, brought this action against defen- 
dant, The Farmers State Bank, Aurora, Nebraska a corporation, seeking 
to recover $700, the principal amount of an allegedly unpaid certificate 
of deposit issued to George Starkey by defendant on December 5, 1919, 
together with interest thereon at four percent for 1 year from the date 
thereof. A copy of the certificate was attached to and made a part of 
plaintiffs petition. Insofar as important here, it read: “... payable to 
the order of himself on the return of this Certificate properly endorsed. 
6 or 12 months after date with interest at the rate of 4 percent per annum 
for the time specified only.” 


For answer, insofar as important here, defendant denied generally and 
alleged that plaintiff’s alleged cause of action was barred by the statute 
of limitations. Plaintiff’s reply was a general denial. There was a 
subsequent amendment thereto, but its allegations are not important 
here. 


Motion of defendant for pre-trial hearing was sustained and such a 
hearing was duly held. Thereafter the trial court rendered, certified, 
and filed its pre-trial conference report and order without any objections 
thereto. It first recited at length the nature of plaintiff’s theory of 
recovery and defendant’s theory of defense. It then recited that the 
parties had stipulated and agreed that certain facts hereinafter recited 
were true. It was also stipulated that jury trial was waived, and pur- 
suant thereto the cause was tried to the court. Thereafter, in con- 
sideration of the pleadings, the stipulations in the report of the pre-trial 
conference, and evidence adduced, judgment was rendered finding gene- 
rally in favor of defendant and against plaintiff. It found, insofar as 
important here, that the certificate of deposit as set forth in plaintiff’s 
petition matured not later than ‘one year after the issuance thereof, on 
December 5, 1919, and that the statute of limitations began to run not 
later than December 5, 1920, 12 months after issuance of said certificate. 
It then found and adjudged that plaintiff's cause of action had long 
since been barred by the statute of limitations, and dismissed plaintiff’s 
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action at plaintiff's costs. Thereafter, plaintiff's motion for new trial 
was overruled, and he appealed, assigning, insofar as important here, 
that the judgment was contrary to the evidence and law, and that the 
trial court erred in finding and adjudging that plaintiff's action was 
barred by the statute of limitations. We conclude that the assign- 
ments should not be sustained. 


In that connection, there is no bill of exceptions as such, and defen- 
dant argued that the only issue presented for determination by this 
court was the sufficiency of the pleadings to support the judgment. 
We do not agree. Revised Rules of the Supreme Court of the State of 
Nebraska, p. 33, entitled: “2. Pre-Trial Procedure: Formulating 
Issues,” provides in part: “(a) In any civil action in the district court 
after issues have been joined the court may in its discretion direct the 
attorneys for the parties to appear before it for a conference to consider 
(1) The simplification of issues; . . . (3) The possibility of obtaining 
admissions of fact and of documents which will avoid unnecessary proof; 
..+ (6) Such other matters as may aid in the dispostion of the action. 


“The court shall at the time of the pretrial hearing make a record of 
the proceedings which recites the action taken at the conference, the 
amendments allowed to the pleadings, and the amendments made by 
the parties as to any of the matters considered, and which limits the 
issues for trial to those not disposed of by admissions or agreements of 
counsel; that counsel shall forthwith acknowledge their assent thereto, 
or, in the alternative, state into the record any and all objections they 
may have thereto; and such order when entered controls the subsequent 
course of the action, unless modified at the trial to prevent manifest 
injustice.” 

As we construe such rule, the admission, stipulations, and agreements 
of the parties, when finally determined and included in a pre-trial report 
and order rendered, certified, and filed by the trial court after a pre- 
trial hearing without objections appropriately taken thereto, are judicial 
admissions which need not be offered in evidence in order to be considered 
by the trial court or included in a bill of exceptions in order to be con- 
sidered by this court upon appeal. 


Therefore, in the light of the pleadings, the pre-trial conference 
report and order, and authorities hereinafter cited, we dispose of 
plaintiff's assignment, bearing in mind that: “Findings of a court in a 
law action in which a jury is waived have the effect of the verdict of a 
jury, and judgment thereon will not be disturbed unless clearly wrong.” 
Barnes v. Davitt, 160 Neb. 595, 71 N.W.2d 107, 109. 


The pre-trial conference report and order thereon, as made by the 
trial court, recited substantially the following stipulated and agreed 
facts: That E. H. Powell was the duly appointed and acting adminis- 
trator of the estate of Jennie I. Starkey, deceased, and defendant is a 
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banking corporation organized and existing under the laws of the State 
of Nebraska, with its principal place of business at Aurora, Nebraska, 
that Jennie I Starkey was sole beneficiary of the estate of George 
Starkey, deceased, and the certificate of deposit in question, if valid 
and collectible, would have been part of his estate and would have been 
part of the assets of the estate of Jennie I. Starkey, deceased; and that 
demand for payment of such certificate was made by plaintiff adminis- 
trator on December 24, 1954, which payment was refused. In that 
connection, it will be noted that George Starkey died May 19, 1923, and 
such demand was first made more than 35 years after issuance of the 
certificate on December 5, 1919, and more than 34 years after December 
5, 1920. 

It was also agreed that in 1933 defendant was closed and not per- 
mitted to reopen until a waiver had been obtained from 85 percent of 
the depositors in such bank, and that later, at request of the Depart- 
ment of Banking, additional capital was demanded and supplied by 
assessment on the outstanding stock; that as a part of that transaction 
a portion of defendant’s assets were transferred to a depositors’ com- 
mittee; that the remaining assets were retained in defendant, and the 
depositors as of March 4, 1933, were paid 50 per cent of their deposits 
by defendant; that on March 4, 1933, defendant was taken over by the 
Department of Banking, and on March 14, 1933, defendant was per- 
mitted to reopen for business as a restricted and limited banking institu- 
tion, but was not permitted to release any of the deposits made therein 
prior to March 4, 1933; that on the latter date George Starkey and 
Jennie I. Starkey, also known as Mrs. George Starkey, had on deposit 
in defendant, under the name of “Mr. and Mrs. George Starkey,” a 
savings account in the principal sum of $4,177.18, which, together with 
accrued interest, totalled $4,258.52; that defendant continued to remain 
in the custody of the Department of Banking and do a restricted and 
limited banking business by and with consent of such department until 
February 24, 1934, when defendant made available to Jennie I. Starkey 
50 percent of the aforesaid $4,258.52, or $2,129.26, which was subse- 
quently withdrawn from defendant by her over the succeeding years. 
There is no stipulation or contention that the certificate of deposit 
involved herein was presented or included in such amounts. 

It was also agreed that on or about June 14, 1933, the trustee of 
the depositors’ committee issued participation certificate No. 494 to 
“Mr. and Mrs. George Starkey” in the amount of $2,129.26, delivered 
same to Jennie I. Starkey, and subsequently thereto said trustee paid 
to Jennie I. Starkey and she respectively received dividends upon such 
participation certificate in 1934, 1935, 1936, 1938, and 1943, which 
totalled $1,068.88. That such last dividend was so received on February 
13, 1943, after which Jennie I. Starkey surrendered the participation 
certificate to defendant’s trustee. Further, it was agreed that Jennie I. 
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Starkey had actual, bona fide, and continuous residence in Aurora from 
December 5, 1919, the date of the certificate of deposit involved, until 
her death on May 13, 1954; that she was a customer of defendant bank 
prior to March 4, 1933, and continued to be such until her death, during 
which time she left valuable papers in the custody of defendant and 
continued her banking business in person on defendant’s premises. There 
is no evidence that she was incompetent at any time during such period. 

As we view it, a determination of the issues depends upon whether 
the certificate of deposit in question was a demand or time certificate. 
We decide that it was the latter, and that the statute of limitations has 
barred plaintiff's right of recovery. 

As hereinafter observed, the certificate of deposit involved was a 
negotiable instrument. In that connection, section 62-107, R.R.S.1943, 
provides in part: “An instrument is payable on demand (1) where it 
is expressed to be payable on demand or at sight or on presentation; (2) 
in which no time for payment is expressed.” On the other hand, section 
62-104, R.R.S.1943, provides in part: “An instrument is payable at a 
determinable future time within the meaning of this act which is ex- 
pressed to be payable (1) at a fixed period after date or sight, or (2) 
on or before a fixed date or future time specified therein, ...”. In that 
connection, long before as well as after the adoption of such sections, 
this court has so defined and classified certificates of deposit as either 
demand or time certificates dependent upon the reasonable construction 
and effect of all and every part of the related provisions contained 
therein. 

In First Nat. Bank of Rapid City v. Security Nat. Bank, 34 Neb. 
71, 51 N.W. 305, 33 Am.St.Rep. 618, 15 L.R.A. 386, the certificates 
respectively dated October 8, 1887, read in part: “. . . payable to the 
order of himself on the return of this certificate properly indorsed. 

This certificate payable 3 months after date with 6 per cent interest 
per annum for the time specified.” In that case, this court said: “Coun- 
sel for the defendant in error insist that the certificates are only payable 
upon their return and presentation to the maker, properly indorsed 
. . . This contention is based upon the phrase, ‘on the return of this 
certificate properly indorsed,’ used in the printed form of the certificates. 
If they contained no other stipulation as to time of payment, there would 
be ground for debate that they did not become due until payment was 
demanded, ... Authorities are to be found which sustain such a doctrine, 
but the decisions are not all one way.... By their terms they are 
payable three months after their date. Clearly, that is the meaning 
of the words stamped across the face of the instruments. They are 
capable of no other reasonable construction. The holder could not 
have lawfully demanded payment before the expiration of the three 
months, and, had suit been instituted before such time had elapsed, it 
would have been prematurely brought. The words, ‘on the return of 
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this certificate properly indorsed,’ when read in connection with the 
other stipulations, do not control the time of payment, nor was it in- 
dispensable to a recovery that the certificates should have been previ- 
ously presented to the maker duly indorsed. To hold that the tender of a 
certificate properly indorsed is a condition precedent to maintain an 
action thereon would defeat a recovery upon a lost certificate, and would 
prevent a third person from becoming the owner of a certificate payable 
to the order of the payee, unless indorsed. Such a rule would be un- 
sound in principle and contrary to the weight of the decisions. Cassidy 
v. First Nat. Bank, 30 Minn. 86, 14 N.W. 363; Citizens Natl. Bank v. 
Brown, [45 Ohio St. 39] 11 N.E. 799. Construing together all the 
conditions of the instrument in suit, and giving effect to every part, as 
we must, they are payable three months after their date to the payee, 
or to the person by him transferred. Brett v. Ming, 1 Fla. 447; Hunt v. 
Divine, 37 Ill. 137. In the case last cited the certificate was in the 
following form: ‘Banking-House of E. T. Hunt & Co., Sycamore, IIl., 
March 9, 1861. C. M. Chase, Esq., has deposited in this bank two 
hundred and eighty dollars and fifty cents in currency, subject to the 
order of himself, and payable in like funds on return of this certificate 
three months after date. E. T. Hunt & Co.’ It was held that it was 
payable absolutely three months after its date, and that a return of the 
certificate was not a condition precedent to the recovery. The similarity 
of the certificate in the Illinois case to the ones we are considering, en- 
titled that decision to great weight as a precedent here.” 

In Kirkwood v. First Nat. Bank of Hastings, 40 Neb. 484, 58 N.W. 
1016, 42 Am.St.Rep. 683, 24 L.R.A. 444, the certificate dated December 
4, 1890, read in part: “. . . payable to the order of self, . . . on return 
of this certificate properly indorsed. . . . With interest at six percent if 
left 6 months. No interest after six months.” In that opinion this 
court said: “It has indeed, been frequently said that the stipulation for 
the return of the certificate adds nothing to the instrument. It is merely 
the expression of a rule which applies to all negotiable paper, and an 
action may be maintained without a previous presentment. This 
question was thoroughly considered in the case last cited. As to the 
requirement that it should be properly indorsed, it would seem that 
an indorsement by the payee would not be necessary. A ‘proper’ in- 
dorsement is such an indorsement as the law merchant requires in order 
to authorize a payment to the holder. If presented by the original payee, 
no indorsement would be proper, or at least necessary. If presented by 
another, ‘proper indorsement,’ to show his title, would be requisite. We 
do not think that this provision operates as a condition destroying the 
negotiability of the instrument ... In First Nat. Bank v. Security Nat. 
Bank, supra [34 Neb. 71, 51 N.W. 305], an instrument payable upon 
the return of the certificate properly indorsed, but bearing across its 
face the language, ‘This certificate payable three months after date with 
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6% interest per annum for the time specified,’ was held to be payable 
three months after date. There the language was absolute and the 
construction given was undoubtedly correct. We should here follow 
the rule adopted in that case and so construe the certificate as to give 
effect to every part. It would seem that the result would be to reach 
an analogy to instruments payable ‘on or before’ a certain date, which 
are due at the expiration of the time so fixed and not before. Mattison 
v. Marks, 31 Mich. 421; Daniel, Neg. Inst. § 43.” 

In Jacobs v. Dvorak, 111 Neb. 683, 197 N.W. 428, 429, 199 N.W. 726, 
so far as same can be ascertained from oral testimony appearing in the 
opinion, the certificates involved were respectively dated May 3, 1915, 
payable 12 months from date on return of the certificates properly in- 
dorsed. In that opinion this court said: “A material question necessary 
to be considered is when, if at all, the certificates in question matured 
so as to start the statute of limitations. There is considerable difference 
of opinion in the decisions as to whether a certificate substantially in 
the language of those under consideration matures so as to start the 
statute until a demand of payment has been made. Negative of this 
proposition has been held in Pennsylvania, In re Gardner’s Estate, 228 
Pa. 282, 77 A. 509, 29 L.R.A., N.S., 685; Brown v. McElroy, 52 Ind. 
404. And it is quite generally held that the statute will not begin to 
run until after demand in those cases where the certificate does not fix 
any definite time of payment; ... Also, where the certificate is pay- 
able upon its return properly indorsed, no time being stated, it is held 
to be the same as a general deposit, against which the statute will not 
run until demand. Elliott v. Capital City State Bank, 128 Iowa 275, 
103 N.W. 777, 1 L.R.A.,N.S., 1130. See also, Sharp v. Citizens’ Bank, 
70 Neb. 758, 98 N.W. 50. But in Thompson v. Farmers’ State Bank, 
159 Iowa 662, 140 N.W. 877, 44 L.R.A., N.S., 550, it was held that a 
certificate payable ‘six months after date’ matured at that time and 
the statute then began to run.” After citing with approval First Nat. 
Bank v. Security Nat. Bank, supra, and Kirkwood v. First Nat. Bank, 
supra, this court went on to say: “Without pursuing the discussion 
further, we think it results from these decisions that the law of this 
state must be declared to be that, where a certificate of deposit is pay- 
able at a certain date say three, six, or twelve months, it matures at the 
expiration of the time stated and the cause of action accrues at maturity. 
It follows that the statutes of limitations commences when the cause 
of action accrues.” 

In Diss v. State Bank, 141 Neb. 146, 3 N.W.2d 89, 90, the certificate 
involved was dated December 22, 1923, but was not presented until 
December 2, 1939, and we concluded that action thereon was barred by 
the statute of limitations. The certificate provided in part: “‘... pay- 
able to the order of self . . . on the return of this Certificate properly 
indorsed with interest at 4 per cent per annum if left 6 months. ... No 
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interest after maturity. In that opinion this court said: “Obviously, 
it was a time deposit wherein the bank agreed to pay interest on the 
amount left for a period of six months. The plaintiff contends that the 
certificate must be returned properly indorsed, and that it had not been, 
in which event the certificate remained, with the interest in full force and 
effect. With this contention we cannot agree. The specific language of 
the certificate of deposit is plain. It matured more than 15 years prior 
to the time it was presented for payment by the administrator of the 
estate.” See, also, Towle v. Starz, 67 Minn. 370, 69 N.W. 1098, 36 L.R.A. 
463. 


In Thompson v. Farmers’ State Bank, 159 Iowa 662, 140 N.W. 877, 
44 L.R.A., N.S., 550, cited with approval in Jacoby v. Dvorak, supra, the 
certificate dated October 28, 1896, was presented for payment on 
October 11, 1909, and payment was refused. It provided in part: “‘... 
payable to the order of same . . . on the return of this certificate properly 
indorsed, six months after date, with interest at six percent per annum.’” 
That opinion quoted with approval from First Nat. Bank v. Security 
Nat. Bank, supra, and Kirkwood v. First Nat. Bank of Hastings, supra. 
Citing other authorities, the opinion went on to say: “There is no 
escape from the conclusion that, as the certificate was payable at a time 
specified, the right of action then accrued and as the statute of limita- 
tions then began to run more than 10 years had elapsed when this action 
was commenced, and the action was barred as the court rightly deter- 
mined.” 

In Barsness v. Burkee, 176 Minn. 355, 223 N.W. 298, the certificates, 
respectively dated October 26, 1925, and December 8, 1925, read in part: 
“.. . payable to the order of self . . . on the return of this certificate 
properly endorsed six or twelve months after date, with interest at four 
per cent per annum. No interest after maturity.” Payment of neither 
certificate was demanded within 6 months after issuance. On June 21, 
1926, payment was demanded and refused. Demurrer to plaintiff's 
petition was sustained by the trial court, and upon appeal such order 
was affirmed, saying: “The theory of the action requires a construction 
of the term used in each certificate, ‘six or twelve months after date.’ 
The language in our view permits of but one construction. The certifi- 
cate holder was entitled to payment of the one certificate at the end 
of six months if he chose to have it. Unless he did, the certificate was a 
twelve-month certificate, and he was not entitled to pay until the 
expiration of that period. The cases are few and not all direct. Our 
construction finds support in Citizens Bank v. Jones, 121 Cal. 30, 53 
P. 354; Songer v. Peterson, 114 Kan. 900, 220 P. 1060; Merchants Res. 
State Bank v. Peterson, 117 Kan. 186, 230 P. 1056. 


“The plaintiff claims that the custom of banks in the vicinity . . . was 
to pay certificates of deposit when presented, though before maturity. 
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The language of the certificate is clear, and the contract made by the 
certificate is definite. We judicially know that banks often, and to a 
considerable extent, pay certificates of deposit before due, sometimes 
paying interest which has accrued and sometimes not paying it; but no 
custom avoids the explicit contract made by the certificate. If it did, a 
time certificate would be a demand certificate.” 


In 9 C.J.S., Banks and Banking, § 316d, p. 644, citing authorities, it 
is said: “Certificates of deposit are ordinarily payable at the bank of 
issuance, and are payable at the time expressly or impliedly stipulated 
by the parties. ... The time of payment of a certificate of deposit 
will depend on the contract between the parties. It may be payable at 
a fixed day or at a fixed time after date, but such instruments are 
usually payable on demand and are so payable when no time is expressed. 
... A certificate expressly made payable at the expiration of one ‘or’ 
another of two stated periods is payable at the expiration of the shorter 
period if the depositor so elects.” See, also, 7 Am.Jur., Banks, § 491, 
p. 351, citing, among other authorities, First Nat. Bank v. Security Nat. 
Bank, supra, and Kirkwood v. First Nat. Bank, supra, from this jurisdic- 
tion. 

As stated in Annotation, 23 A.L.R. 12, citing cases from Georgia, 
New Mexico, and Pennsylvania: “Some certificates of deposit contain 
a provision that the certificate is payable to the order of the depositor 
a stated time after date, on return of the certificate properly indorsed. 
It is the view of some courts that such a certificate is not due absolutely 
on the expiration of the time stated, but only on return of the certificate 
and demand for payment; consequently, that the Statute of Limitations 
does not begin to run until such demand.” 

On the other hand, as stated in Annotation, 23 A.L.R. 14, citing cases 
from Iowa, New York, Texas, and Illinois: “On the contrary, other 
cases hold that the statute runs from the expiration of the date specified.” 
We have adhered to the latter rule, citing authorities from Iowa and 
Illinois. 

In dealing with the statute of limitations, we have held, citing 
Citizens Bank of Humphrey v. Fromholz, 64 Neb. 284, 89 N.W. 775, 
that: “As between a bank and its customers, either on a check and 
deposit account or as holders of demand certificates, there is no promise 
to pay until demand is made, and consequently a demand is necessary 
to put the statute in operation.” Sharp v. Citizens Bank of Stanton, 
70 Neb. 758, 98 N.W. 50, 52. 

On the contrary, we have held, as observed in authorities heretofore 
cited, that where a certificate of deposit provides that it is payable at a 
specified or determinable future time after date, the statute of limitations 
runs from the expiration of such time without the necessity of any 
demand for payment. The latter rule seems entirely logical. To hold 
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otherwise would require us to overrule authorities from this state hereto- 
fore cited, give the specified or determinable future time for payment 
after date provided in the certificate no force or effect whatever, and 
permit the payee or timely endorsee to trifle with simple contractual 
language forever and a day, without any limitation of the right as 
well as of the remedy. 

As we view it, the certificate of deposit involved in the case at bar 
was a time certificate, and the statute of limitations began to run 
against liability thereon when it was eventually due and payable on 
December 5, 1920, 12 months from its issuance on December 5, 1919. No 
demand for payment having been made until more than 34 years there- 
after, we conclude that the statute of limitations had long since barred 
plaintiff's right of recovery. In that situation, it would serve no purpose 
to discuss other questions presented in briefs of counsel. 

For reasons heretofore stated, the judgment of the trial court should 
be and hereby is affirmed. All costs are taxed to plaintiff. 

Affirmed. 


WENKE, Justice (dissenting) . 

I dissent from the holding of the majority of the court that the 
“Certificate of Deposit” No. 4624, issued by The Farmers State Bank, 
Aurora, Nebraska, on December 5, 1919, is barred by the statute of 
limitations. 


The certificate is as follows: 
“The Farmers State Bank $700.00 
Aurora, Nebraska, 12/5/1919 No. 4624 

George Starkey has deposited in this Bank seven Hundred Dollars 
only only only Dollars, payable to the order of himself on the return of 
this Certificate properly endorsed. 

6 or 12 months after date with interest at the rate of 4 percent per 
annum for the time specified only. George Wanek Cashier. 

Certificate of Deposit 

Not Subject to Check.” 

(Emphasis is mine.) 

This court has held in Citizens’ Bank of Humphrey v. Fromholz, 64 
Neb. 284, 89 N.W. 775, 776, that: “. . . as between a depositor and a 
bank, the statute of limitation does not begin to run until a demand 
is made for the money on deposit.” And the same is true as to a demand 
certificate. Sharp v. Citizens Bank of Stanton, 70 Neb. 758, 98 N.W. 
50, 52. As stated in Sharp v. Citizens Bank of Stanton, supra: “As 
between a bank and its customers, either on a check and deposit account 
or as holders of demand certificates, there is no promise to pay until 
demand is made, and consequently a demand is necessary to put the 
statute in operation.” Consequently, if the deposit here involved falls 
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into either of these classes the statute of limitations would not have 
started to run until demand for payment was made on December 24, 
1954. On the other hand, if the certificate of deposit matured at the 
end of either 6 or 12 months from the date of its issuance, as the 
majority holds it did, then the statute of limitations would apply. Jacoby 
v. Dvorak, 111 Neb. 683, 197 N.W. 428, 199 N.W. 726. As stated therein: 
“A bank certificate of deposit payable 12 months after date upon return 
of the certificate properly indorsed matures at the expiration of the 
12 months, and the cause of action thereon then accrues so as to start the 
statute of limitations.” 


The time fixed for the payment of a certificate of deposit must neces- 
sarily depend upon the terms thereof but is payable on demand unless 
a time for payment is expressly provided for therein. See Section 62- 
107, R.R.S.1943. As therein provided: “An instrument is payable on 
demand (1) where it is expressed to be payable on demand or at sight 
or on presentation; (2) in which no time for payment is expressed.” 


If any doubt exists as to the meaning of the language used in the 
certificate such doubt should be resolved in favor of the appellant as it 
was prepared by the appellee and appellant had no part in selecting the 
language used therein. People’s State Bank v. Smith, 120 Neb. 29, 
231 N.W. 141; Flory v. Supreme Tribe of Ben Hur, 98 Neb. 160, 152 
N.W. 295. This principle is particularly applicable since appellee is 
authorized to deal with the general public and accept the deposit of 
their funds, a public service. 

To me the certificate expressly provides that its is payable on demand 
to George Starkey, or his successors, upon return of the certificate to 
the bank properly endorsed subject, however, to the condition that 
the bank is not obligated to pay interest at 4 percent in excess of 12 
months no matter how long the money may be left with it. See language 
of the certificate that I have emphasized. If this construction is correct 
then appellants cause of action did not arise until December 24, 1954, 
when demand was made upon the bank and it refused to pay. 


With the possible exception of Kirkwood v. First Nat. Bank of 
Hastings, 40 Neb. 484, 58 N.W. 1016, 42 Am St.Rep. 683, 24 L.R.A. 444, 
I do not think the cases of this court, cited in the majority opinion, 
support the conclusion therein reached for the terms thereof are not 
the same as that of the certificate here involved. In First Nat. Bank of 
Rapid City v. Security Nat. Bank, 34 Neb. 71, 51 N.W. 305, 33 Am.St. 
Rep. 618, 15 L.R.A. 386, the certificates expressly provided: “ “This 
certificate payable 3 months after date, with 6 percent interest per 
annum for the time specified’”; in Jacoby v. Dvorak, supra, the certifi- 
cate was “payable 12 months after date”; and in Diss v. State Bank, 
141 Neb. 146, 3 N.W.2d 89, 90, the certificate issued contained the follow- 
ing language: “. . .with interest at 4 percent per annum if left 6 months. 
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Nov. 30, 1928. No interest after maturity.” By their express terms 
the certificates involved in those cases were payable at a certain date 
or length of time after the date of their issuance. That, to me, is the 
meaning of the quoted language from each of those cases but such is 
not the situation here for no comparable language is contained in the 
certificate issued by appellee to George Starkey. 

This dissent does not mean the author thereof would necessarily 
arrive at a different conclusion than that reached by the majority, for 
appellee has raised the defenses of presumption of payment, laches, and 
estoppel. Whether or not any or all of those defenses are maintain- 
able I do not decide. I only disagree with the majority in their con- 
struction of the language used in the certificate of deposit which was 
issued by appellee to George Starkey on December 5, 1919. 


BOSLAUGH, J., joins in this dissent. 





Bank Entitled to Set Off Against Deposit 
After Refusing Payment of Check 


A dealer drew a check to the order of a truck company in 
payment for a truck which the dealer had just sold. The dealer 
had not been paid in full for the truck and knew his account 
in the bank did not contain sufficient funds to cover the check. 
He called a bank officer and was assured the check would be 
honored even though this would create an overdraft. Inad- 
vertantly the check was not honored and was returned unpaid 
because of insufficient funds. 


Shortly afterwards a meeting was held among interested 
parties, including a representative of the truck company and 
of the bank, to discuss the financial difficulties of the dealer. 
Immediately after this meeting and after the dealer had been 
assured that if the check were presented again it would be paid, 
the company representative, without permission, took all the 
truck parts from the dealer’s building. Upon learning this the 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 792. 
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bank charged off against the dealer’s account the balance owed 
to it by the dealer on a note. The check, of course, was not 
paid and the company brought suit to have the court impress a 
trust on the funds in the account. 


The trial court, in ruling for the bank, reasoned that the 
account was a general commercial account and was not in any 
sense a special account. This ruling was affirmed by the ap- 
pellate court which also pointed out that the company was in 
effect trying to enforce a promise by the bank to pay an over- 
draft, something it had no right to do. Further, the company 
was hardly in a position to ask a court of equity where the 
“clean hands” doctrine prevails to impress a trust in its favor 
when the agent of the company had caused the termination of 
the dealer’s business by illegally repossessing an important part 
of his business assets. White Truck Sales of Saginaw v. Citi- 
zens Commercial & Savings Bank, Supreme Court of Michigan, 
82 N.W.2d 518. The opinion of the court is as follows: 


EDWARDS, J.—This is a suit in equity. The plaintiff, the White 
Truck Sales of Saginaw, Inc., (hereafter known as White Truck) 
seeks to impress a trust upon funds previously deposited in the account 
of one of its dealers, Collins White Truck Sales, Inc. (hereafter known 
as Collins), at the Citizens Commercial & Savings Bank, of Flint (here- 
after referred to as the bank). 

White Truck’s claim is based upon a check issued to it by Collins 
in the sum of $6,327.44 in payment for a new truck. The bank, after 
refusing payment on the check as a result of insufficient funds, applied 
nearly all the funds in Collins’ account to satisfy a chattel mortgage 
held by the bank in the sum of $5,472.02 which was in default. 

The circuit judge before whom this case was tried held that the 
Collins funds on deposit were neither trust funds nor special deposit, 
that the bank had a right to set off its chattel mortgage claim against 
the Collins account, and that certain of White Truck’s own improper 
acts had contributed to the ultimate insolvency of Collins to the extent 
of barring its right to equitable recovery in this action. 

On appeal White Truck contends that the lower court erred on all 
3 counts. 

The trial judge in his opinion included a statement of the pertinent 
facts. A review of this record convinces us that this is both fair and 
complete, and we hereby adopt same: 

“The facts in this case are as follows: In July, 1949, one 
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Barrett approached the Collins White Truck Sales, Inc., and 
indicated his desire to trade in his secondhand truck on a new 
White Truck. An understanding was reached, as a result of 
which the secondhand truck was sold through the good offices 
of the plaintiff. That sale was financed, and the proceeds of 
$2,600 were received by the plaintiff, who retained $500 to apply 
on an account for parts running from Collins to plaintiff, and sent 
$2,100 to Collins. 


“On July 11th, 1949, Collins drew a check in favor of plaintiff 
on the defendant bank, which was holding Collins’ note and chat- 
tel mortgage for credit previously extended. The check was for 
$6,327.44 and represented payment from Collins to plaintiff for 
the new truck furnished Barrett. While drawn on the 11th of 
July, and given to plaintiff on that date, the check was dated the 
15th of July. On the 12th of July Collins deposited the $2,100 
received from the sale of the old truck, together with some other 
money, in the defendant bank. 

“Some time between the 11th and the 15th of July, Collins called 
E. W. Potter, an officer of the bank, and stated that he had 
written a check for some sixty-three hundred dollars and prob- 
ably would not have enough in the account to cover it, and asked 
if Mr. Potter would have the bank honor it. Mr. Potter gave 
him an assurance that the bank would take care of the check and 
accept the overddraft. 

“Proofs are clear that the Collins company was in a position of 
insolvency and had been for some time; that the bank had from 
time to time honored checks which had created overdrafts run- 
ning into the hundreds of dollars at various times over the pre- 
ceding year or so. On the 16th of July, Barrett received his new 
truck and Collins made a deposit of funds received from the sale 
in 2 items: $4,000 and $1,300. On the 19th of July, the defendant 
bank returned the check unpaid and protested it for ‘not sufficient 
funds.’ 


“On the 2Ist a meeting was held in the office of the attorney 
for the bank. This meeting was attended by a representative of 
plaintiff, Collins, and Mr. Potter and others of the bank, and 
by the attorneys for the bank and for Mr. Collins. The discus- 
sion centered around the financial difficulties of the Collins 
company. Apparently a tentative conclusion was reached that 
Mr. Kersheske, the representative of plaintiff, might find a buyer 
for the company, and would contact Mr. Collins of any success 
along that line. 

“On the next day Collins went to Saginaw to talk with Mr. 
Levinsohn, an officer of plaintiff corporation, who gave him some 
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reason to hope that he or those represented by him might take 
over the Collins company. This was on the 22d of July. The 
same day the check which had been returned NSF by defendant, 
had made its journey from Flint to Saginaw and back to Flint, 
where it reposed in the collection department of the Flint branch 
of the Michigan National Bank. Proof is lacking as to exact dates 
but one can reasonably conclude that plaintiff had notice of the 
nonpayment and instructed its bank in Saginaw not later than 
the 21st to return it to Flint for collection. 

“Following the news of the nonpayment, plaintiff called Collins, 
who in turn called Mr. Potter. Mr. Potter assured him the 
check would be paid if again presented; and Collins so informed 
plaintiff. On the evening of the 22d, the same day the check 
appeared in the Flint branch of the Michigan National Bank, Mr. 
Kersheske, without notice to Collins, took from the buildings of 
the Collins company all White truck parts and delivered them to 
plaintiff company in Saginaw. 

“The following day, the 23d of July, Collins called plaintiff 
and talked with Mr. Kersheske to find out if his company or any- 
one else were interested in taking over the company. Ker- 
sheske said they were no longer interested. He did not inform 
Collins that he had taken the parts. On Monday, July 25th, 
Collins discovered that the parts were missing, and so notified 
the State police, his attorney, and the bank. Obviously the lack 
of parts to service trucks effectively put the Collins company 
out of business. 

“On the 26th day of July the defendant bank charged off the 
balance of its note against the Collins account, in the amount of 
$5,472.02. It should be added that the note was in defualt in the 
amount of 3 payments, each $226. But it is evident that the 
action of the bank was not motivated principally by such default. 
Had the check been honored it would have caused an overdraft 
of $1,290, which was considerably more than any of the previous 
overdrafts allowed on the account by the bank. 

“It appears clear too, that had Potter been contacted concern- 
ing the check when it was first presented he would have given 
instructions to pay it; but due to faulty intelligence between him- 
self and the staff the check was dishonored. 

“The items of deposit: $4,000 and $1,300 and $2,100 all flow 
from the same transaction, the trade-in and sale of an old truck 
and the sale of a new truck.” 


On appeal we are confronted with 4 questions which may be sum- 
marized thus: . 
1) Is plaintiff entitled to recover on this check because the 
Collins account represented either special account or special deposit? 
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2) Is plaintiff entitled to recover because under the circumstances 
equity should impress a trust on the funds in the Collins account in 
plaintiff's favor? 

$) Is plaintiff entitled to payment on the check because of the 
promise of an officer of the bank to Collins to honor an overdraft? 

4) ‘Is plaintiff barred from recovery in equity by the clean hands 
doctrine because of the acts of its agent, Kersheske, in removing the 
Collins spare parts stock? 

The trial judge answered all of these questions adversely to plaintiff. 

He found that the Collins account was a general commercial account, 
that it was in no sense special, and that none of the deposits therein 
were funds held in trust by Collins for plaintiff. 

While on appeal we review chancery actions de novo, we give great 
weight to the view of the facts taken by the trial judge. Lowry v. Paw 
Paw Savings Bank, 182 Mich. 228, 93 N.W. 530; Moyer v. Hafner, 272 
Mich. 52, 260 N.W. 789; Hartka v. Hartka, 346 Mich. 453, 78 N.W.2d 
1383. 

Further, the record disclosed the bank records of this account which 
indicate plainly that the Collins account was a general commercial 
account used for all deposits and all checks of this then-going concern. 
This fact, among others, distinguishes the instant case from both the 
Morley and the Gillen cases relied upon by appellant. Gillen v. Wake- 
field State Bank, 246 Mich. 158, 224 N.W. 761; Morley v. University of 
Detroit, 269 Mich. 216, 256 N.W. 861, 96 A.L.R. 1217. 

The burden of proof as to a special deposit was on plaintiff. Deposits 
are regarded as special only when made and intended for a special pur- 
pose by both depositor and bank. The trial judge was correct in 
holding that it had not carried this burden. Borgess Hospital v. Union 
Industrial Trust & Savings Bank, 265 Mich. 156, 251 N.W.363; Union 
Guardian Trust Co. v. Emery, 292 Mich. 394, 290 N.W. 841; Northern 
Sugar Corporation v. Thompson, 8 Cir., 18 F.2d 829. 

Although most of the funds on deposit in the Collins account at the 
time in question actually came from Collins’ sale of the White truck, 
White Truck had sold the truck to Collins on open account and the 
subsequent sale by him resulted in checks payable to his company and 
to which it had clear legal title. Not only did the bank not have any 
knowledge of any trust relationship, but, in addition, these funds were 
not trust funds in any sense. 

This case is clearly distinguished on its facts from the Burtnett and 
Patek cases relied on by appellant. We do not deal here with a depositor 
who deposited funds belonging to another in whose favor a trust is 
sought to be impressed. Burtnett v. First National Bank of Corunna, 
88 Mich. 630; Patek v. Patek, 166 Mich. 446, 181 N.W. 1101, 35 L.R.A., 
NS. 461. 
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The facts are that both White Truck and the bank had extended 
credit to Collins. Collins owed both parties substantial sums and by 
the time the White Truck check had been dishonored was in default 
to each. At that time White Truck had a right of action against 
Collins upon the dishonored check. C.L.1948, §§ 439.62, 439.72, Stat. 
Ann. §§ 19.102, 19.112. It had no right of action at law against the bank 
since, under the negotiable instruments law, a check does not act as an 
assignment of any part of the funds of the drawer then on deposit unless 
and until the check is accepted, or certified. C.L. 1948, § 489.191, 
Stat.Ann. § 19.231. 

See, also, McIntyre v. Farmers’ & Merchants’ Bank, 115 Mich. 255, 
73 N.W. 238. 

At that same time the bank had a right to declare its chattel mort- 
gage a matured obligation because of default on payments and to proceed 
against Collins thereunder. One of the measures it could take (and 
eventually did) was to set off its claim as a lien against the funds which 
Collins had on deposit. Gibbons v. Hecox, 105 Mich. 509, 63 N.W. 519, 
55 Am.St.Rep. 463; Porter Auto Co. v. First National Bank of Gilmore 
City, 185 Iowa 844, 171 N.W. 121; 22 A.L.R.2d 478. 


The bank statement, exhibit G, indicates that at no time while the 
bank had the White Truck check for payment was the account sufficient 
to pay same without overdraft. Patently neither drawer nor payee 
under normal circumstances has any enforcible legal right to either full 
or partial payment of an overdraft. Eads v. Commercial National 
Bank, 33 Ariz. 499, 266 P. 14, 62 A.L.R. 183. Hence in this suit White 
Truck’s claim in the end amounts to the assertion of a right to enforce 
the promise to honor the overdraft which one of the bank’s officers 
made to Collins. 

Whatever the effect of this promise (apparently a pure accommoda- 
tion to Collins) might be otherwise, we agree with the trial judge that 
the actions of White Truck’s agent, Kersheske, were such as to bar 
the equitable relief which his principal now seeks. 

While the bank was extending Collins credit and while discussions as 
to a possible sale of the business as a going concern were in progress, 
White Truck’s agent, Kersheske, with knowledge of these facts, under- 
took the illegal repossession of Collins’ stock of parts by surreptitious 
entry on the Collins premises. As the trial judge pointed out, this, 
beyond question, meant the termination of the truck sales and repair 
business in which Collins was engaged. 

The bank being informed of same, certainly had a right to become 
an “anxious” rather than a “patient” creditor, and to reconsider its pre- 
vious abstention from charging its overdue chattel mortgage against the 
Collins account. When White Truck’s agent illegally seized chattels which 
represented a substantial part of the bank’s security, White Truck can 
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hardly complain at the bank’s effort to forestall the imminent loss. 






We agree with the trial judge that the circumstances related above 
did not warrant the intervention of a court of equity to impress a trust 
in favor of plaintiff. He who comes into equity must come with clean 


hands. 30 CJ.S., Equity, § 93, p. 475. 


The trial judge dismissed this bill of complaint. We affirm. Costs 
to appellee. 


DETHMERS, C.J., and SHARPE, SMITH, EDWARDS, KELLY, 
CARR, BLACK and VOELKER, JJ., concur. 








ANOTHER DECISION ON FEDERAL FALSE CLAIMS ACT 


In the May 1957 edition of The Banking Law Journal, 74 B.L.J. 
415 it was reported in a note that the United States Court of Appeals 
in the Fourth Circuit had ruled that the Federal False Claims Act 
does not apply to persons who make false representations to obtain 
F.H.A. guaranties or cotton loans from the Commodity Credit Cor- 
poration because the Act does not include penalties for false claims 
against government corporations. United States v. McNinch, 242 
F.2d 359. 


Recently a case has been decided in the Eighth Circuit which 
takes exactly the opposite point of view, that is, that the Federal 
False Claims Act does cover a false claim submitted to the Com- 
modity Credit Corporation. The court in the Eighth Circuit stated 
that “We find ourselves in disagreement with the Fourth Circuit 
case and must decline to follow it.” The court in the Eighth Circuit 
takes the point of view that the Act does cover false claims against 
a corporation acting as agent for the government since any claims 
paid by such a corporation must be paid out of the United States 
Treasury and the Act is designed to provide against the wrongful 
payment of such funds. See United States v. Rainwater and 
United States v. Citizens National Bank, United States Court of 
Appeals, Eighth Circuit, 244 F.2d 27. 











Court Distinguishes Between Presentment 
For Payment and For Acceptance 


Section 62-1, 187, R.R.S. 1943 of the Uniform Negotiable 
Instruments Law in Nebraska provides that: “Where a drawee 
to whom a bill is delivered for acceptance destroys the same, or 
refused within twenty-four hours after such delivery, or with- 
in such other period as the holder may allow, to return the bill 
accepted or nonaccepted to the holder he will be deemed to 
have accepted the same.” Relying on this section of the stat- 
ute, the payee of a check brought suit against a drawee bank 
which had not returned an unpaid check for more than twenty- 
four hours under the following circumstances. The payee de- 
posited the check in his account in the Ravenna Bank with no 
special instructions to that bank concerning the collection of the 
check. The Ravenna bank mailed the check to its correspond- 
ent in Lincoln which in turn mailed it to the Omaha branch of 
the Federal Reserve Bank. That bank mailed the check di- 
rectly to the drawee bank which received it on Saturday, De- 
cember 12th, a regular business day. The check was proofed 
that day and posted for action on Monday at which time it 
was decided not to pay the check because of insufficient funds. 
Although the check was marked for return that day it was not 
actually returned to the Federal Reserve Bank until Wednes- 
day because the bank examiners came in and assumed control 
of all the drawee bank’s assets on Monday and did not return 
them until an examination had been completed. The payee 
did not learn that the check was not paid until Thursday, De- 
cember 19th. 


Although it did not appear that this delay damaged the 
payee in any way, he claimed that the failure of the drawee bank 
to return the instrument for more than 24 hours after present- 
ment constituted acceptance under the above quoted statute. 
The court ruled against the payee. It reasoned that since the 
check was sent for collection and payment and not for accept- 
ance, the section of the statute relied upon had no application. 
It added that it was not willing to construe the statute “so as to 
impose a penalty upon the banks of this state . . . unless the 
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Legislature used language clearly so providing.” Urwiller v. 
Platte Valley State Bank, Supreme Court of Nebraska, 88 
N.W.2d 88. The opinion of 'the court is as follows: 


WENKE, J.—This is an appeal from the district court for Buffalo 
County of an action brought therein by Norton Urwiller against the 
Platte Valley State Bank of Kearney, Nebraska, to recover the sum of 
$2,491.11. The right to recover is claimed under and by virtue of the 
provisions of section 62-1, 187, R.R.S.19438, of the Uniform Negotiable 
Instruments Law. The action is based on a check issued by Ira McCord 
on December 8, 1953, to plaintiff on McCord’s account in the defendant 
bank. The parties waived their right to a jury trial and submitted the 
matter to the trial court. After hearing the evidence the trial court 
rendered a judgment dismissing plaintiff's petition. Plaintiff thereupon 
filed a motion for new trial and this appeal is from the order over- 
ruling it. 

Appellant maintains a place of business at Ravenna, Nebraska, where 
he engages in buying and selling livestock, his principal business being 
the direct buying of hogs. Ira McCord of Kearney, Nebraska, a licensed 
hog buyer, was a regular customer of his and on Tuesday, December 8, 
1953, purchased of appellant 50 head of hogs and a small amount of 
bedding and feed, shipping the hogs to San Francisco, California, that 
evening. In payment of his purchase McCord issued to appellant his 
check on appellee in the sum of $2,491.11. On the following day, 
Wednesday, December 9, 1953, appellant’s wife deposited this check 
to appellant’s account in The Ravenna Bank, of which bank appellant 
was a regular customer. Appellant’s wife deposited it, with other 
checks, in the regular course of business and gave the Ravenna bank 
no special instructions in regard thereto. Consequently the bank for- 
warded the check for collection in the usual course of business through 
regular channels, doing so by sending it in the mail to its correspondent 
bank in Lincoln, Nebraska. The bank in Lincoln sent it by mail to the 
Omaha branch of the Federal Reserve Bank which, in turn, sent it by 
mail to appellee for payment. 


The check was received by appellee in a cash letter from the Omaha 
branch of the Federal Reserve Bank during business hours on Saturday, 
December 12, 1953, Saturday being a regular business day. The cash 
letter contained no special instructions as to this check. The check was 
proofed on the day it was received and posted for action on the follow- 
ing business day, which was Monday, December 14, 1953. On Monday 
it was decided not to pay the check, but mark it for “return,” because 
the drawer thereof did not have sufficient funds on deposit in his account 
with appellee with which payment could be made, and this was true at 
all times between December 12 and 18, 1953, both days included. 
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Although marked for return on Monday, December 14, 19538, the actual 
return thereof was not made to the Federal Reserve Bank until Wednes- 
day, December 16, 1953. This delay in return was caused by the fact 
that bank examiners came and assumed control of all the records of the 
bank, including cash items, on Monday morning, December 14, 1953, and 
did not return such records to those in charge of the bank until they 
had been checked and proved. Appellant was advised by the Ravenna 
bank late Thursday afternoon, December 17, 1953, of the fact that 
payment of the check had been refused although the check was not 
actually returned to him until Saturday, December 19, 1953. The check 
has never been paid. Neither has a judgment for the amount thereof 
been paid which appellant has obtained against McCord. 


The record does not show the delay in the return of the check to 
the Federal Reserve Bank from Monday to Wednesday was due to any 
fault on the part of appellee, nor is there any evidence that appellant 
was damaged in any way because thereof. However, appellant contends 
that under the provisions of the statute hereinbefore cited that retention 
of a check by a drawee bank for more than 24 hours after it is presented 
to it for payment constitutes an acceptance of the instrument so that 
the drawee bank is bound to pay it; that is, under the statute a failure 
of the drawee bank to either remit the proceeds of or return a check to 
the holder within 24 hours after it has been received for payment consti- 
tutes acceptance. 


Chapter 62, article 1, R.R.S.1948, contains all the legislative enact- 
ments relating to the Uniform Negotiable Instruments Law. Thereunder 
a check is classified as a bill of exchange drawn on a bank payable on 
demand and, except as therein otherwise provided, the provisions thereof 
applicable to bills of exchange payable on demand apply to checks. 
Section 62-1, 185, R.R.S.1948. However, a check of itself does not 
operate as an assignment of any part of the funds to the credit of the 
drawer with the bank and the bank is not liable to the holder unless 
and until it accepts or certifies the check. Section 62-1, 189, R.R.S.1943. 
The same is true of a bill of exchange as it relates to funds in the hands 
of the drawee available for the payment thereof. Section 62-1, 127, 
R.R.S.1948. By accepting the instrument the acceptor agrees that he 
will pay it according to the tenor of his acceptance. Section 62-162, 
R.R.S.1943. Presentment for acceptance must be made by or on 
behalf of the holder at a reasonable hour on a business day to the drawee 
or some person authorized to accept or refuse acceptance on his or its 
behalf. Section 62-1, 145, R.R.S. 1943. 


Division (j) of Chapter 62, article 1, R.R.S.1943, which includes 
sections 62-1, 182 to 62-1, 142, both inclusive, deals with “Acceptance.” 
Section 62-1, 182 R.R.S.1943, thereof provides the acceptance must 
be in writing and signed by the drawee. Section 62-1, 136, R.R.S.1948, 
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provides the drawee is allowed 24 hours after presentment in which to 
decide whether or not he will accept the bill. Section 62-1, 187, R.RS. 
1948, on which appellant relies, provides: “Where a drawee to whom a 
bill is delivered for acceptance destroys the same, or refuses within 
twenty-four hours after such delivery, or within such other period as 
the holder may allow, to return the bill accepted or nonaccepted to the 
holder he will be deemed to have accepted the same.” It will be noted 
this section applies when “a bill is delivered for acceptance”—not 
payment, the latter being the situation here for at no time was the 
check ever presented to appellee for acceptance. 


Presentment for payment and presentment for acceptance are two 
different acts well known to the law of negotiable instruments. See, 
First Nat. Bank of Omaha v. Whitmore, 8 Cir., 177 F. 397; First Nat. 
Bank of Goree v. Tally, 115 Tex 591, 285 S.W. 612; Hunt v. Security 
State Bank, 91 Or. 362, 179 P. 248; First Nat. Bank of Quitman v. Wood 
County, Tex.Civ.App., 294 S.W. 324; First Nat. Bank of Washington v. 
Whitman, 94 U.S. 343, 24 L.Ed. 229; First Nat. Bank of Pukwana v. 
Brule Nat. Bank, 38 S.D. 396, 161 N.W. 616, 12 A.L.R. 1079; Hibbard 
v. Parciak, 94 Conn. 562, 109 A. 725; Blacker & Shepard Co. v. Granite 
Trust Co., 284 Mass. 9, 187 N.E. 53; State Bank of Chicago v. Mid-City 
Trust & Savings Bank, 295 Ill. 599, 129 N.E. 498, 12 A.L.R. 989. As 
stated in First Nat. Bank of Goree v. Tally, supra [115 Tex. 591, 285 
S.W. 613]: “Presentment for payment and presentment for acceptance 
are two different acts well known to the law of negotiable instruments, 
and the distinction is made clear by the terms of the Negotiable Instru- 
ments Act. The difference between the object and effect of presentation 
for these respective purposes is very marked. The phrases themselves 
suggest the material distinction. ‘Payment’ and ‘acceptance,’ when 
applied to commercial paper mean very different things. Payment ex- 
tinguishes the debt and puts an end to the paper evidencing the same, 
while acceptance has the very opposite effect. It creates a new liability 
upon the part of the acceptor, and gives new life to the instrument.” 


We do not think the section relied on has any application to the 
factual situation here presented where the check was presented to 
appellee for payment and not for acceptance. As stated in First Nat. 
Bank of Winnsboro v. First Nat. Bank of Quitman, Tex.Com.App., 299 
S.W. 856, 857: “. . . ‘retention for more than 24 hours by a bank of a 
check forwarded to it for collection and payment’ does not render the 
bank liable as an ‘acceptor’ under that law, for the reason that the 
sections relied upon for that purpose have no application to such a 
transaction.” See, also, Mitchell Livestock Auction Co. v. Bryant State 
Bank, 65 S.D. 488, 275 N.W. 262. 


We recognize that courts are divided on this question. See, Mt. 
Vernon Nat. Bank v. Canby State Bank, 129 Or. 36, 276 P. 262, 63 
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A.L.R. 1133; American Nat. Bank of Ardmore v. National Bank of 
Claremore, 119 Okl. 149, 249 P. 424; First State Bank of Talihina v. 
Black Bros. Co., 187 Okl. 124, 101 P.2d 802; First Nat. Bank of Winnfield 
v. Citizens’ Bank of Campti, 163 La. 919, 113 So. 147. As stated in 
First State Bank of Talihina v. Black Bros. Co., supra [187 Okl. 124, 101 
P.2d 803]: “The defendant, however, takes the position that when, as 
in this case, a check is presented to a drawee bank, the action contem- 
plated on the part of the bank is that of payment and that the term 
‘acceptance’ is contra-distinguishable and not applicable to the trans- 
action involved, and that therefore Sec. 11436, supra, has no application 
to the case at bar. The argument is not without supporting authority. 
. . . Indeed from the annotation on the subject appearing in 63 A.L.R. 
at page 1140, it would appear that the division of authority upon the 
point is about even.” 


The opposite view is fully discussed in Wisner v. First Nat. Bank of 
Gallitzin, 220 Pa. 21, 68 A. 955, 17 L.R.A.,N.S., 1266. However, we 
are not willing to construe a statute so as to impose a penalty upon 
the banks of this state, such as we are here asked to do, unless the 
Legislature uses language clearly so providing. In the absence of a 
statutory right appellant is left to his common law right for either 
a breach of contract or for a tortious breach of a duty. Henefin v. 
Live Stock Nat. Bank, 116 Neb. 331, 217 N.W. 91, 58 A.L.R. 758; 
Omaha Nat. Bank v. Kiper, 60 Neb. 33, 82 N.W. 102. 


As stated in 7 Am.Jur., Banks, § 660, p. 479: “A collecting bank is, 
however, as a general rule, under no absolute obligation to collect the 
paper intrusted to it, but is required to use only reasonable care and 
diligence in making the collection; if it does so, it incurs no liability to 
its customer for a loss resulting from a failure to make the collection.” 


And in 7 Am.Jur., Banks, § 694, p. 501, it is said: “According to the 
overwhelming weight of authority, the measure of damages for breach of 
duty by a bank in respect of the collection of the commercial paper 
intrusted to it is the actual loss suffered by the owner of the paper in 
consequence of the negligent misconduct or default of the bank,.. .”. 


Since appellant did not bring himself factually within either of the 
latter, we find the trial court was correct in dismissing his petition. We 
therefore affirm its action doing so. 


Affirmed. 
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Court Rules on Bank’s Defenses in 
Impairment of Credit Case 


In a case that is somewhat technical, a New York court 
has indicated to what extent certain defenses are available to a 
bank being sued for alleged damages caused by the erroneous 
refusal of the bank to honor a depositor’s checks. When the 
depositor brought suit to recover damages for impairment to his 
credit the bank countered with what are called partial defenses, 
as follows: (1) the return of the checks unpaid was inadvertent 
and was caused by mistaking the depositor’s account with one 
having a similar name (2) the checks were paid immediately 
upon re-presentation which occurred only a few days after 
they had been returned to the depositor (3) the alleged im- 
pairment of credit was not caused by the return of these checks 
but rather by the return of many other checks which the bank 
rightly returned because of insufficient funds, and (4) the de- 
positor did not advise the bank that he had been damaged 
until bringing suit and if he had, the bank would have been 
able to advise the payees of its mistake. The depositor sought 
to have these defenses ruled insufficient. 

In treating these partial defenses the court ruled that (1) 
the bank should be able to show in mitigation of damages the 
circumstances under which the dishonor occurred, since in New 
York the liability is for nominal damages only if the dishonor 
is the result of innocent mistake, (2) the defense of payment 
on re-presentation is permissable because evidence supporting 
the defense might show there had been less damage to the 
depositor’s credit than might have otherwise occurred, (3) the 
return of other checks for insufficient is irrelevant and therefore 
the third defense must be stricken although 'the bank, of course, 
would be permitted to adduce evidence showing that the im- 
pairment of credit was caused by the return of other checks, 
and (4) The defense that the depositor should have informed 
the bank of the damage to his credit was insufficient because the 
depositor had no duty to request the bank to repair the damage 
caused by its dishonor despite a general duty of an aggrieved 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 1245. 
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party to minimize damages. Gonzales v. Colonial Trust Com- 
pany, Supreme Court of New York, 162 N.Y.S. 2d 754. The 
opinion of the court is as follows: 


HOFSTADTER, J.—The plaintiff sues the bank in which he carried 
a checking account for the dishonor for insufficient funds of various 
checks drawn on the account when the balance was large enough to 
meet the checks so drawn. The complaint alleges that the plaintiff 
is a broker and a member of the Bolsa, the principal exchange in Bogota, 
Colombia, and that his credit was seriously impaired by the dishonor 
of his checks. By the present motion he moves to strike for insufficiency 
the four partial defenses set up affirmatively in the answer. 


The first of these partial defenses alleges that the return of the 
plaintiff's checks unpaid was due to an inadvertent mistake in improperly 
charging the plaintiff's account with checks drawn on the account of 
another bearing a similar name, not discovered until after the return 
of the plaintiff's checks, and that their return unpaid was not wilful, 
intentional or malicious. In view of the statement in Wildenberger v. 
Ridgewood National Bank, 230 N.Y. 425, 427, 130 N.E. 600: “In this 
state the liability is for nominal damages and no more, if the dishonor 
of the checks is the result of innocent mistake,” the defendant should 
be permitted to show the circumstances under which the dishonor 
occurred, in mitigation of damages. Moreover, the fact the dishonor was 
due to the bank’s error and not to actual shortage in the account might 
well tend to reduce the harm done to the plaintiff’s credit. 

The second partial defense pleads that the checks were re-presented 
by the defendant at the time of their original return and paid when so 
re-presented within a few days of the original return. The court must 
reject the plaintiff's contention that the defendant’s later compliance 
with its contract obligations in paying the checks when re-presented 
cannot affect the amount of its liability for its breach in first dishonoring 
them. This argument might perhaps prevail had the defense been set 
up as a complete defense. It is self-evident that the trier of the facts 
might find less damage from the dishonor of checks promptly paid on 
re-presentation than from dishonor under other circumstances. The 
facts pleaded may therefore conceivably reduce the damages suffered. 

The third partial defense alleges that the plaintiff’s account was 
constantly troublesome in that many of his checks had to be returned 
because there were not sufficient collected funds in his account to pay 
them and that any loss of credit or standing he experienced was not 
the result of the return of the checks in suit. The defendant may show 
under its denials that the plaintiff suffered no damage to his standing 
or credit from the dishonor of the checks in suit and to that end adduce 
any competent and relevant evidence bearing on that issue (Fleckenstein 
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v. Friedman, 266 N.Y. 19, 24, 193 N.E. 537, 538; McClelland v. Climax 
Hosiery Mills, 252 N.Y. 347, 356-358, 169 N.E. 605, 608-609). Whether 
other transactions in the plaintiff's account and the return of other 
checks will be material can be determined only during the course of 
the trial and no opinion on the admissibility of such evidence is ex- 
pressed at this time. All that is held now is that the matter alleged, 
insofar as material, is provable under the denials and hence superfluous 
and that the liberal rule which permits matter pleaded affirmatively to 
remain in an answer, even when provable under a denial, should not be 
applied here. The retention of the partial defense might carry an 
implication that the return of other checks of itself is a relevant fact 
and thus embarrass the correct solution of the question on the trial. 
Because opinion on this question is now withheld and the defendant 
is not precluded from fully meeting this issue under its denials, it suffers 
no prejudice by the striking of this partial defense. 


The fourth partial defense is insufficient. This alleges that at no time 
between the return of the checks in suit and the institution of this 
action did the plaintiff advise the defendant that he had been damaged 
by their return and that, had he so advised, the defendant would have 
promptly communicated with the payees and explained its inadvertent 
mistake. The defendant adduces no authority which puts on a depositor 
in the plaintiff’s position the affirmative duty to call on the defendant 
to take steps to repair the damage caused by the dishonor of his 
checks. The defendant knew it had returned the plaintiff's checks 
unpaid and the circumstances in which it had done so. Its later 
payment of the checks put it on notice that their initial return was not 
warranted by the state of the account. If the defendant wished to make 
amends for its asserted error it needed no invitation from the plaintiff 
to proceed on that course. The duty of an aggrieved party to minimize 
his damages does not, so far as the court is aware, require him to point 
out to the wrongdoer ways available only to the latter but as well known 
and obvious to him as to the one whom he has injured, in which he can 
soften the blow. 


Accordingly, the motion to strike the first and second partial defenses 
is denied, and that to strike the third and fourth partial defenses is 


granted. 





COMMERCIAL CREDIT 
LAW LETTER 


By Tuor W. Kouzz, Jr., Member New York Bar 
Letter from the Editor concerning recent court decisions, 
statutes and opinions in the field of trust receipts, conditional 
sales, chattel mortgages and other secured transactions. 





To continue our plan of presenting most of the 1957 
cases by the end of the year, the following decisions are 
set forth with a minimum of comment. 


PRIORITY OF LIENS, CHATTEL MORTGAGE AND TAX LIENS 


A Texas case has been appealed to the Circuit Court in 
the Fifth Circuit for a decision concerning the priority 
of liens created by chattel mortgages and federal and city 
taxes. The mortgages had been executed and properly re- 
corded in 1953, 1954 and 1955. The city which had taxing 
jurisdiction over the property assessed property taxes 
against it in 1955 and 1956. The federal government also 
assessed taxes against the property in 1956. Under these 
circumstances the court ruled that the mortgage liens 
were prior to the lien of the federal government because the 
mortgage liens were specifically preserved by Section 
6323 of the Internal Revenue Code of 1954. The mortgage 
liens were not, however, prior to the liens created by 
the city's taxes. Exchange Bank & Trust Company v. Tubbs 
Manufacturing Company, Inc., United States Circuit Court 
of Appeals, Fifth Circuit, June 29, 1957. 


FIXTURE OR PERSONAL PROPERTY— 
CONDITIONALLY SOLD PROPERTY 


In most phases of contract law it is usually the in- 
tention of the parties that ultimately controls the 
decision of the court. This principal was illustrated in 
a recent California case where a court was requested to 
decide whether or not certain conditionally sold property 
became a fixture when it was installed ina building. If 
it did it would have been subject to foreclosure proceed- 


1069 








1070 THE BANKING LAW JOURNAL 


ings instituted by holders of a deed of trust covering 
the building and a chattel mortgagee holding a mortgage 
on equipment in the building. 

The court ruled that because the parties intended that 
the conditionally sold property was to remain personal 
property and because it could be removed without damaging 
the building, the property did not become a fixture and 
thus was not subject to the foreclosure actions. Grupp v. 
Margolis, California District Court of Appeal, September 
3, 1957. 


SALE OF REPOSSESSED MOTOR VEHICLE 


Generally speaking courts are reluctant to inquire very 
far into proceedings involving an accomplished sale of 
repossessed property. However, a New Jersey case indi- 
cates that this is not always the rule. There, a court 
decided that conditional buyers of a motor vehicle could 
reopen a default judgment for the balance due after the 
repossession and sale of the vehicle for the purpose of 
determining the fairness of the sale price. The court made 
this ruling when evidence was presented indicating the 
vehicle had been sold for $650 when it probably had a market 
value of $1,500. The judgment could be reopened for the 
purpose of litigating the value of the vehicle. Maryland 
Credit Finance Corporation v. Reeves, New Jersey Superior 
Court, Appellate Division, May 23, 1957. 


GARAGEMAN'S LIEN PREVAILS 


A case between two assignees has been decided in New 
York. The assignee of a conditional sale contract at- 
tempted to recover possession of a motor vehicle from 
the assignee of a garageman who had a valid lien against 
the vehicle for repairs. The garageman's lien was as- 
signed and the vehicle was transferred before the buyer 
had defaulted on the conditional sale contract. The court 
ruled that the lien of the garageman was assignable and 
that the lien was not lost because of the assignment. Since 
that lien was prior to the lien of the contract assignee, 
there were no grounds for the latter to recover possession 
of the vehicle. Dealer Plan Corporation v. Automotive 
Wholesalers, Inc., New York Supreme Court, Appellate 
Term, May, 1957. 
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CHATTEL MORTGAGE AND BANKRUPTCY 


It seems that the majority of bankruptcy cases concern- 
ing transfers of property result in decisions that trans- 
fers during insolvency are in fact voidable preferences. 
And in these cases it generally is a simple matter for the 
trustee in bankruptcy of a mortgagor to prove that the 
transferee of the mortgagor's property actually had know- 
ledge of the mortgagor's insolvency. This knowledge, of 
course, is an essential element to establishing that a 
transfer was a voidable preference. 

In a recent Pennsylvania case, decided in a federal 
court, the opposite was true, however. On January 1l, 
1954 a chattel mortgage was executed as additional secur- 
ity for notes on which the mortgagors were in default. 
Less than four months later voluntary petitions in bank- 
ruptcy were filed by the mortgagors and the trustee in 
bankruptcy subsequently alleged that the January chattel 
mortgage was a voidable preference. The court ruled that 
it was not such a preference because the mortgagee did not 
have knowledge of the mortgagors' insolvency. The mort=- 
gagee's knowledge that the mortgagors were in financial 
difficulty because of the default on the notes was in 
itself not sufficient to.support a finding that the mort- 
gagee received a preferential transfer. DeSanto v. Noto 
Lumber Company, United States District Court, Middle 
District of Pennsylvania, September 9, 1957. 











BANKING LEGISLATIVE 


TRENDS IN THE STATES 





New legislative and regulatory developments affecting small loan and 
finance companies, credit insurance, banking and related fields, as re- 
ported from state capitals and municipalities throughout the country, 
include the following: 


FLORIDA: Firms doing business under the Florida small loan law, 
affecting loans of $300 or less, lent a total of $130,465,618 in 1956 to 
holders of 621,918 accounts, it was reported by the state comptroller’s 
office. 

All but $27,000,000 of the total was loaned to borrowers of from $200 
to $800. Average expense of handling each account was listed as $54.62. 

Net earnings totaled $6,073,396 before deduction of $3,206,036 in 
interest paid on funds borrowed by the loan companies. 


KANSAS: Additional taxes on Kansas small loan firms would tend 
to drive legitimate license lenders from the state and encourage a re- 
turn of “loan sharks,” former State Loan Commissioner Ed Dietrick 
told a State Legislative Council committee. 

Governor Docking recently said he was considering the possibility 
of a tax on the gross profits of small loan companies. 


NEW JERSEY: State Banking and Insurance Commissioner Charles 
R. Howell announced that an investigation by his department has thus 
far resulted in New Jersey policyholders recovering more than $1,000,000 
in auto collision insurance premiums. 

The commissioner said the money represents over-charges resulting 
from misclassification of risks for collision insurance, mostly in connec- 
tion with time payment auto sales. 

Howell said the misclassifications involved 36 insurance companies, 
sales finance companies and insurance agents, mainly auto dealer agents. 
He said refunds averaging $29 have been made to 34,869 New Jersey 
policyholders. 

Initiated early in 1956 under the direction of Howell, Deputy Comis- 
sioner T. A. McNicholas and Examiner Herman W. Hannsler, the in- 
vestigation is still in progress and may involve additional companies. 

- Howell said the department’s examination would also encompass a 
review of the manner in which this insurance business was produced in 
an attempt to determine whether there have been “violations of our 
insurance laws.” 
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The largest total refunds according to Howell, were made by Calvert 
Fire Insurance Co., $146,747, and Service Fire Insurance Co., $145,955. 

Other companies listed as having refunded more thn $50,000 were 
Continental Insurance Co., Stuyvesant Insurance Co., Industrial Insur- 
ance Co., Mount Beacon Insurance Co., and Phoenix Insurance Co. of 
Hartford. 

The remaining companies which refunded more than $1,000 each 
were: 

Chesapeake Insurance Co., Resolute Insurance Co., Universal Under- 
writers Insurance Co., New England Insurance Co., Home Insurance 
Co., Emmco Insurance Co., Fire & Casualty Insurance Co., of Connecti- 
cut. 

Also, American Fidelity & Casualty Co., Alliance Assurance Co., 
Ltd., South Carolina Insurance Co., Fidelity-Phoenix Fire Insurance 
Co., Pearl Assurance Co., Ltd., Colonial Surety Co., United States Li- 
ability Insurance Co., National of Hartford Group and Switzerland 
General Insurance Co. 


NEW YORK: Plans have been announced for introduction of a 
bill in the 1958 New York State legislature to permit inter-district branch 
banking, including a provision for widened branch privileges for mutual 
savings banks. 

Such legislation is being drafted by Robert Morgenthau, a partner 
in Patterson, Bellknap & Webb, in behalf of John I. Snyder, president 
and chairman of U.S. Industries, Inc., and a member of the State 
Banking Board. 

With the exception of the savings bank branch provision, Snyder’s 
proposals were included in a telegram sent recently to state legislative 
leavers and the state superintendent of banking, suggesting the following: 

The freeze on bank holding company expansion, which will expire 
next May 1, should be made permanent; the superintendent of banks 
and the banking board, by a three-fifths vote, should be authorized to 
permit inter-district bank branching; and inter-district branching 
through merger as well as direct branching should be permitted. 

It was explained that two steps would be involved in the decision 
to permit crossing of banking district lines. The superintendent and 
the board would have to decide whether branching in any two districts 
would serve an economically interdependent region. 

The individual bank seeking to establish a branch in another district 
would then have to obtain separate approval first from the superinten- 
dent and then from the banking board. 

Snyder explained the bill would outlaw permanently any expansion 
of bank holding companies in the state. The Marine Midland Corpora- 
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tion, the only statewide bank holding company, would be permitted to 
expand, but only through its regional subsidiaries. 

Under the bill, Snyder added, regional banking could expand in all 
sections of the state “in an orderly fashion always subject to the proper 
safeguards.” 


OKLAHOMA: An increase in the present $300 ceiling on Oklahoma 
small loans was advocated by leaders of the Oklahoma Consumers 
Finance Association during discussions at its recent annual convention 
in Oklahoma City. 


PENNSYLVANIA: Deputy State Insurance Commissioner Bernard 
J. Kelley, head of the State Insurance Department’s Bureau of Exam- 
inations in Philadelphia, disclosed that 11 insurance companies writing 
automobile collision policies were forced to refund $700,695.24 to 25,707 
car owners in Pennsylvania. 

Kelley said the policyholders had been charged Class 2 rates in 
effect where persons under 25 drive the car, instead of Class 1, a 
cheaper rate for drivers over 25. 

He added that the information his department had collected on the 
firms, which sell insurance to people who finance their cars, would 
be turned over to the state attorney general for possible criminal 
investigation. 

The average refund check to policyholders was $30, although some 
ran as high as $134.50, according to Kelley. He said a routine examina- 
tion by his department uncovered the fact that motorists were charged 
a higher rate wherever there was doubt about the class that applied. 

“The companies said the burden was on the car purchaser to give 
the proper information for rate classification,” Kelley said. “The Penn- 
sylvania Insurance Department refuses to tolerate this practice and 
ordered repayment. 

“When we get through collecting the money, this may be turned 
over to the attorney general to see if there are any criminal aspects.” 

Kelley said more than 103,000 questionnaries were sent out by his 
office to motorists throughout the state. On the basis of the replies 
to the questions, he added, refunds were ordered. 

Companies ordered to make refunds, and the number of refunds and 
the amounts repaid to policyholders were listed as follows: 

Calvert Fire Insurance Co., Baltimore, 7,923 refunds, $192,906.58; 
Industrial Insurance Co., New York, 4,284 refunds, $101,072.67; Resolute 
Insurance Co., Hartford, Conn., 3,481 refunds, $98,292.29; Service Fire 
Insurance Co., New York, 4,456 refunds, $125,490.81; Emmco Insurance 
Co.; South Bend, Ind., 2,326 refunds, $87,842.45. 
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Also, Fire and Casualty Co. of Connecticut, Hartford, 613 refunds, 
$16,662.24; Interstate Insurance Co., Newark, NJ., 260 refunds, 
$9,573.01; Stuyvesant Insurance Co., Allentown, Pa., 929 refunds, $21,- 
015.00; Colonial Surety Co., Philadelphia, 846 refunds, $33,932.16; 
American Fidelity and Casualty, Richmond, Va., 283 refunds, $6,810.63; 
and United States Liability, Philadelphia, 306 refunds, $7,197.40. 


TEXAS: Exhorbitant interest on installment buying and small loans 
was denounced by Texas Attorney General Will Wilson in addressing the 
Dallas Chapter of Credit Unions. 

“The small loan industry house must be put in order, and that 
rapidly,” Wilson said, “and we must eliminate the racket features. 

“T realize that this industry cannot police itself and that the main 
police effort must fall upon law-enforcement officials, but the individuals 
and companies in the business can go a long way themselves in eliminat- 
ing the abuses.” 

Wilson noted that five assistant attorneys general, aided by other 
state agencies, last summer traveled more than 8,000 miles in Texas, 
including Dallas, to dig out facts on the small loan business. 

He said the portion of their findings covering credit insurance would 
be presented at a public hearing of the State Board of Insurance, 
probably during November. 


“The Insurance Commission,” Wilson added, “will have the oppor- 
tunity to correct some of the abuses at the hearing and our office expects 
to correct others. So you can predict that in the not too distant future, 
credit insurance will cease to be a loophole for usury.” 


VIRGINIA: Stringent systems of both internal and external control 
over savings and loan buildings and loan associations were advocated 
by the Virginia Advisory Legislative Council in a report submitted 
to Governor Stanley. 

It said the State Corporation Commission should compel the adoption 
of adequate systems of internal control and should require the directors 
of the associations to keep them working. 

Accompanying the report was a proposed bill for submission to the 
1958 Virginia legislature to put the associations under very nearly the 
same controls now imposed on commercial banks. 

The council made it clear that its recommendations were designed to 
prevent recurrence of such defalcations as the $2,500,000 embezzlement 
from the Commonwealth Building and Loan Association of Norfolk in 
December, 1955. Minnie Mangum now is serving a lengthy term at 
the State Farm for Women for the offense. 

To support its main recommendation for creation of good systems 
of checks and balances within the associations, the VALC cited an 
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example of what it meant and a contrasting example of the lack of such 
a system at Commonwealth. 

“It is urged,” the VALC said, “that the Bureau of Banking (of the 
SCC) place special emphasis upon appraising the system of internal 
control by determining whether or not employes are rotated in their 
jobs, whether any one employe has too much responsibility or authority, 
whether or not all employes of the institution are required to take 
annual vacations with continuous absence for a period of not less than 
one week, and all such other matters and practices which tend toward 
minimizing the possibility of any irregularity or defalcations.” 

“It is interesting,” the report added, “to note at this point the 
number of duties and responsibilities the employe of Commonwealth 
Building and Loan had, which we feel tend to support our recommenda- 
tions. Her basic duties were as follows: 

“To hire and fire employes and to assign various duties to them, to 
prove the day’s work and make the deposits to the bank, to post the 
general ledger, to prove the subsidiary ledgers, with help from other 
employes to write checks, to reconcile the bank account, to compute 
dividends, to prepare all reports and any other duties in the association 
at her own choosing.” 

Besides setting up and reporting on the operation of internal controls, 
the VALC said the SCC should: 

1—Hold meeting with the entire board of directors of an association 
with weak controls or irregularities requiring correction and report these 
deficiencies to board members. 

2—Have authority to require an outside audit of an association’s 
affairs whenever deemed helpful. 

$—Supply board members annually with a statement spelling out 
their duties and legal responsibilities. 

4—Have its Bureau of Banking examine regularly all building and 
loan and savings and loan associations organized under state statutes. 

Boards of directors of the associations, the VALC said, should: 

a—Be required to make annual examinations of their institutions 
as now is required of bank directors. 

b—Be made to publish periodic statements of their financial condi- 
tion. 

c—Be required to meet once a month, in the case of associations 
with assets of $500,000 or more and every three months if their institu- 
tions have less than this amount in assets. 

_ The VALC recommendations were based on the findings of a study 
committee headed by Del. Charles K. Hutchens of Newport News. 











TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 
estates, descent, distribution and corporate fiduciaries 


Sale by Administrator of Property Specifically Bequeathed 


Estate of Bachmann, New York County Surrogate’s Court, 138 New York 
Law Journal 3, August 30, 1957 


The court was petitioned for authority to sell items of decedent’s per- 
sonal property, some of which were the subject of specific legacies. One 
specific legatee had not given her consent to any such sale, and other 
legatees had reserved certain articles from any such sale. HELD: The 
temporary administrator may sell the personal property located in 
decedent’s apartment, “except for the articles specifically reserved in 
the written consent filed by any distributee or by any specific legatee.” 
The administrator may not sell any of the property bequeathed to the 
legatee who has not consented to the sale. The administrator may “sell 
the property at public or private sale at the highest price obtainable, 
but will reserve to any interested person in the accounting proceeding 


the right to object to the selling price or to the lack of vigilance and 
prudence in effecting the sale.” 


“Personal Effects” Does Not Include Bonds 


In re Himes; In re Megaffee, New York Surrogate’s Court, 
Ontario County, June 27, 1957 


By will decedent left Mary “all of my personal effects, which may 
be left in my room at the time of my death, except those hereinafter 
specifically bequested.” Specific bequests were made of an alarm clock, 
a watch and chains, the family Bible and small pictures. Decedent’s 
executor found $1300 of United States Savings Bonds in decedent’s name 
in a tin box in decedent’s room. Mary claimed she was entitled to the 
bonds as being personal property left in decedent’s room. HELD: By 
‘personal effects’ decedent meant “only those articles of personalty 
which she held about her in her room as a source of personal comfort 
and enjoyment—that is, only the properties having an intimate relation 
to testator’s person.” The bonds are not personal effects, and they pass 
under the residuary clause of decedent’s will. 
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Reservation of Timber and Coal Rights Does Not Pass to Heirs 





Bostic v. Bostic, Virginia Supreme Court of Appeals, September 6, 1957 


Decedent conveyed to his wife a life interest in certain real property 
but reserved to himself the right to take out and sell coal and timber. 
After decedent’s death his wife leased the mineral rights. Certain of 
decedent’s heirs at law contended that the mineral rights were expressly 
excepted from the conveyance to the wife and that they were entitled 
to such rights as property owned by decedent at his death. HELD: 
The wife has the coal and timber rights in the property for her life. 
A conveyance of land embraces underlying minerals and trees unless 
expressly excepted. Here the conveyance did not expressly except the 
coal and timber therefrom, nor did it state that such was its purpose 
and intent. The reservation was a limited one to decedent only and 
did not include his heirs. 


Conflict of Interest Bars Appointment of Nominee Administrator 





Estate of Cogdill, North Carolina Supreme Court, September 18, 1957 


Five of decedent’s six children renounced their right to administer 
the estate and nominated S. for appointment as administrator. S 
represented certain of decedent’s heirs in a pending action to set 
aside deeds and conveyances involved in decedent’s estate, and the 
clerk of the court accordingly refused to issue letters of administration 
to S. HELD: A clerk of court may, in his sound discretion, refuse to 
issue letters to a nominee when it appears that the nominee’s relation 
to the interested parties and the estate is such that the clerk does 
not consider him a proper party to administer the estate. Since the 
children cannot agree on an administrator it is proper to appoint a 
person acceptable to the creditors of the estate. 


Lease of Mineral Rights Is a Sale of Part of the Land 





Wright v. First National Bank of Brunswick, Georgia Supreme Court, 
September 6, 1957 


Decedent’s will directed that “If at any time a majority of those 
of my said children then living . . . shall in writing request my said 
Trustees to sell the said . . . property or any portion thereof, the Trustees 
shall comply with such request as soon as can be done to advantage.” 
The trustees sought court permission to execute a mineral lease of a 
part of the trust land, stating that the lease was for the best interests 
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of the trust and the beneficiaries. Only one of decedent’s children was 
still living, and she was incompetent, her son acting as her guardian. 
HELD: A lease of mineral rights is a sale of a portion of the land, and 
the authority of the trustees to sell the land if the surviving beneficiary 
required it—as she could—includes the right to sell or lease the minerals. 
Since the surviving beneficiary is incompetent she cannot herself deter- 
mine whether the lease should be executed, but the court can make the 
decision to lease on her behalf if it is to her best advantage and to 
the best interest of decedent’s estate. 


Informal Distribution of Partnership Assets by Family Agreement 


Dowell v. Dowell, Oklahoma Supreme Court, September 24, 1957 


A father and two of his sons were partners, The father died and 
was survived by his widow, a daughter and several sons. No adminis- 
trator of the father’s estate was appointed, but the two sons who were 
surviving partners and a third son made a division of the liquid assets 
of the partnership among the family. Subsequently, after the two 
surviving partners had both died, another son sought a court decree 
to settle and close partnership affairs. HELD: At the time of the 
father’s death an equitable settlement of all the liquid assets of the 
partnership had been reached by all the then living heirs of the father, 
and such family agreement should not be upset now. All the remaining 
real property of the partnership should be sold and the proceeds 
distributed to all those who were heirs of the members of the former 
partnership. 


No Surcharge for Low Estate Tax Appraisal 





Estate of McKay, New York Surrogate’s Court, Westchester County, 
138 New York Law Journal 12, September 24, 1957 


The principal asset of an estate was stock in a closely-held milk 
company. The executors retained an appraiser familiar with milk 
company evaluations to appraise the stock for estate tax valuation pur- 
poses. He valued the stock at $70.15 per share, and the estate tax 
was paid at that value. The Government argued for a value of $125 
per share, and the executors ultimately compromised the matter at 
$90 per share. The residuary legatee of the estate sought to surcharge 
the executors for the estate tax penalty interest arising from the in- 
sufficient tax payment. HELD: “The mere possibility that either the 
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federal or state taxing authorities might place a higher valuation upon 
taxable assets is not, of itself, sufficient to justify a surcharge based 
upon such failure. Nor is the failure to make a deposit which, in any 
and all events, would be adequate or more than adequate to satisfy the 
estate tax as determined by the audit, such an omission as would justify 
a surcharge... .” 


Charitable and Religious Institutions are Persons 





In re Johnson, New York Surrogate’s Court, King’s County, 138 New York 
Law Journal 11, October 4, 1957 


Decedent’s will provided for three charitable and religious institu- 
tions as well as for natural persons, and it also required division of her 
residuary estate “equally among the aforementioned persons.” HELD: 
The word “persons” includes the religious and charitable institutions 
named earlier in the will. 


No Right of Offset of Beneficiary’s Debt Against Trust Income 





In re Martin, New York Surrogate’s Court, King’s County, 138 New York 
Law Journal 11, October 9, 1957 


At decedent’s death her granddaughter was indebted to her. Dece- 
dent’s will made the granddaughter sole life beneficiary of the residuary 
trust. In the event income did not amount to a specified sum the 
trustee was to pay the difference out of principal. The trustee was also 
authorized to invade principal for the benefit of the granddaughter, 
and the granddaughter was given the further right of occupancy of a 
parcel of realty, the carrying charges of which were made a general 
charge upon the estate. The estate sought to satisfy the granddaughter’s 
debt from her trust interest. HELD: Decedent intended “by the 
will’s context that the right of offset against either the trust income 
or annuity, in satisfaction of the granddaughter’s indebtedness, was not 
to be exercised.” The moneys retained by the estate as an offset should 
be paid over to the granddaughter. 
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TRUST and ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts 





Power of Appointment Not Exercised by Incompetent 





First National Bank of Minneapolis v. Commissioner of Taxation, 
Minnesota Supreme Court, June 21, 1957 


Decedent was given powers of appointment of principal of irrevocable 
trusts. The trusts provided that if decedent died without making a 
will and thereby failed to exercise the powers, the trust estate should 
be paid to decedent’s heirs in accordance with the laws governing the 
descent and distribution of personal property. From 1927 to 1938 
decedent possessed the powers of appointment and was capable of 
executing a will. In 1938 decedent was adjudged insane and remained 
so until his death. He never exercised his powers of appointment. In a 
Minnesota inheritance tax proceeding, HELD: An inheritance tax is 
due on the value of the trust property passing to the heirs. The basis 
for treating the non-exercise of the powers of appointment as a taxable 
transfer is the presence in decedent of a right at all times to control 
succession. “Since the decedent donee in this case was vested with the 
power of appointment, and had both the opportunity and the capacity 
to exercise that power, his right to control succession existed not only 
in theory but in fact and supplied the statutory basis for the imposition 
of the inheritance tax.” 


Purchaser of Series E Bonds Registered Jointly Cannot 
Divest Himself of Interest in Them 





Silverman and Hinlein v. McGinnes, United States District Court, 
E.D. Pennsylvania, August 26, 1957 


United States Series E bonds were purchased by decedent and regis- 
tered in the joint names of himself and various other persons. In each 
case decedent made a gift of the bonds to the joint owner. The Govern- 
ment nevertheless contended that the value of the bonds was includible 
in decedent’s estate. HELD: The bonds are includible in decedent’s 
estate. “. .. a purchaser of such bonds agrees, for himself and his 
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estate, with the Government that, at the very least, in all matters in 
which the Government is involved the registered owners of a jointly 
registered bond shall be treated as the actual owners. . . . Actually, the 
purchaser .. . has a certain interest in the bonds, of which he cannot 
divest himself. By its contract, the Government is bound to pay him 
when he presents the bonds to be cashed, regardless of actual title or 
ownership, as between him and any other person.” 


Assets Derived from Wife’s Business Not Includible in 
Husband’s Estate 


Estate of Rand, Tax Court of the United States, August 21, 1957 


Although he was wholly without funds, contributed nothing to his 
wife’s support and had been separated from her for six years, decedent 
was permitted to help his wife in her liquor store, including handling the 
store’s finances. He deposited store money in several bank accounts 
and safe deposit boxes under his own or assumed names. He also had 
an account with a stockbroker and held real estate in his name. When 
he died, the Commissioner of Internal Revenue sought to include the 
assets listed in decedent’s name in his gross estate. HELD: The assets 
in decedent’s name are the proceeds of the business owned solely by the 
wife. Such assets are the wife’s property and cannot be included in 
decedent’s gross estate. 


No Marital Deduction for Refund of Estimated Tax on Joint Return 


Special Ruling, Internal Revenue Service, Estate and Gift Tax Branch, 
August 9, 1957 


Decedent and his wife had filed a joint declaration of estimated tax. 
The entire estimated tax was paid out of decedent’s own funds. After 
decedent’s death, his wife and his administrator filed an income tax 
return covering the same period and showing an overpayment of tax. 
They requested a refund of $20,000. Under decedent’s will, his wife 
received decedent’s real estate, tangible personal property and a life 
estate in a trust fund, with decedent’s residuary estate being added to 
such fund. The above Ruling states that no estate tax marital deduc- 
tion is allowable for the tax refund. Since decedent paid the entire 
estimated tax out of his own funds, no part of the refund passed from 
decedent to his wife solely by reason of the fact that a joint return was 
filed. 
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Trustee Not Entitled to Certificate of Discharge From 
Personal Tax Liability 


Revenue Ruling 57-424, LR.B. 1957-38, p. 16 


Decedent’s executor and the trustees of an intervivos trust, the assets 
of which were included in decedent’s gross estate for estate tax purposes, 
filed applications for determination of the estate tax and discharge of 
them from personal liability for such tax (pursuant to Section 2204 of 
the 1954 Code). The above Ruling states that “where there is an 
executor or administrator of the decedent’s estate appointed, qualified 
and acting within the United States, the term ‘executor,’ as used in 
Section 2204 of the Code, does not extend to include any other person. 
Accordingly, the provisions of Section 2204 are available only to the 
executor; the trustees . . . are not entitled to a certificate of discharge 
from personal liability.” 


Mere Benevolence Does Not Qualify for Deduction as 
Educational Bequest 





Revenue Ruling 57-449, LR.B. 1957-41, p. 43 


Decedent bequeathed his residuary estate in trust, income and 
principal to be used to pay X dollars to all individuals enrolled as 
residents in a particular school on a particular date. The above Ruling 
states that the value of the trust is not deductible from decedent’s 
gross estate as a bequest for educational purposes, “unless the will as 
a whole may fairly be construed as creating a trust for educational 
purposes for the benefit of a general class, as distinguished from mere 
benevolence.” 


Retention of Life Estate by Grantor 





Revenue Ruling 57-448, LR.B. 1957-41, p. 43 


Decedent purchased property with his own funds and took title 
thereto in the name of himself and his wife jointly. Subsequently dece- 
dent and his wife transferred the property in trust, income to them- 
selves equally during their joint lives and the entire income to the 
survivor of them for life. Decedent was survived by his wife. The 
above Ruling states that the entire value of the trust property, less 
the value of the wife’s life estate in one-half the trust, is includible in 
decedent’s gross estate as a transfer under which decedent retained the 
right to receive the income for his life or for a period not ascertainable 
without reference to his death. 








INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 





The Outlook for Home Building 


The declining trend of housing 
starts during the past two years 
is a reflection of the reduced rate 
of family formation. Average 
annual increase in new households, 
which was more than 1.5 million 
from 1947 to 1950, skidded to 
900,000 between 1950 and 1953 
and to 840,000 from 1953 to 1956. 
Fewer new families mean a smaller 
demand for new homes. Although 
tight money also significantly 
affects new home construction, it 
is not, over the long run, as con- 
trolling a factor as the rate of 
family formation. 


However, there is another im- 
portant consideration responsible 
for reduced home building. In 
this connection, Roy M. Marr, 
president of the United States 
Savings and Loan League, calls 
attention to the spiraling cost of 
housing. During the 1950-56 
period, he observes, building costs 
rose 20 per cent; with the excep- 
tion of 1954, residential construc- 
tion costs increased from 1 per cent 
to 8 per cent in each year of this 
period. Even during 1955, a year 
of maximum production by experi- 
enced building organizations, con- 
struction costs rose 3 per cent. 
And in 1956, in the face of com- 
plaints about tight money as well 
as declining demand, construction 
costs on a volume of 1,118,000 
housing units went up about 5 
per cent. 


Writing in the November Sav- 
ings and Loan News, Mr. Marr 
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points out that the higher labor, 
materials and land costs levelled 
on the home builder have been 
passed on in the form of higher 
selling prices. To help sell houses 
at higher prices, and to compensate 
for increased construction costs, 
Congress has steadily relaxed the 
terms on GI and FHA loans. This 
has taken the form of reduced 
down payments and lengthened 
maturities. “This procedure,” he 
remarks, “has worked to aggravate 
the problem of inflation in the 
housing field.” 


Tracing the impact of these 
developments on the home buyer, 
Mr. Marr spells out a concrete 
example. He takes the case of a 
home which, at the beginning of 
1951, cost exactly $11,000, includ- 
ing $1,000 for the lot. Doubling 
the price of the lot and applying 
construction cost increases since 
1951 means that the same house, 
without any added features, would 
cost $14,140 today—an increase of 
28.5 per cent. And if costs con- 
tinue to rise at the rate they have 
in recent years, the cost of the 
same unit in 1965 would be in the 
neighborhood of $18,000. 


The year 1965 has been pin- 
pointed because it represents the 
time when a sharp rise in the rate 
of family formation is expected. 
By the mid-’60s it is anticipated 
that the expansion in households 
will alone require from 1.5 to 2 
million new houses each year. It 
is here that Mr. Marr poses the $64 
question—whether the new fami- 
lies will be willing or able to pay 
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the prices for houses that will pre- 
vail if current cost inflation con- 
tinues indefinitely. 


Mr. Marr emphasizes two 
dangers in the housing cost prob- 
lem. “First, we may be pricing 
ourselves right out of a home 
building market. We've been 
meeting the rapid increase in con- 
struction costs by reducing down 
payments. But now, we’ve reached 
a point where we've not only 
virtually exhausted the possibility 
of lower down payments, but 
monthly payments are going 
higher and higher in order that 
larger and larger mortgages can be 
written. And high monthly pay- 
ments are a strong deterrent to 
home buying, even if a family can 
put up a sizable down payment. ... 


“The second big danger that’s 
built into rising house costs is this: 
Unless the cost spiral is halted, by 
the mid-’60’s we will face a cost- 
price situation that will mean ab- 
solute socialization of much of the 
nation’s home building and home 
financing. If prices continue to 
spiral, I predict that we'll soon 
hear many more demands for the 
Government to do more home 
building. ... 


“Socialization will mean that 
houses for the mass market will be 
built by the Government. Private 
home building and the home 
builder would be relegated to a 
secondary role in the economy, 
with private builders able to build 
only for the well-to-do. The large 
volume builders, on the other 
hand, would be working for the 
Federal Government and only the 
very large volume builders would 
be able to get any government 
work.” 


Obviously, this possibility of 
socialization could also spell the 
elimination of the private lender. 


With reference to the more im- 
mediate future, economist Gordon 
W. McKinley of the Prudential 
Insurance Company of America 
fixes the basic demand for new 
housing units over the next three 
years at an average annual figure 
of 1,140,000. He forecasts mode- 
rately good business conditions for 
1958 and a rise in incomes suffici- 
ent to provide a “good housing 
market.” 


On the financing side, Dr. 
McKinley believes that the overall 
capital market will remain tight, 
at least through the first half of 
1958. However, he expects that 
the proportion of total funds flow- 
ing to corporations may decrease 
and the proportion flowing to the 
residential market may increase. 
In other words, while mortgage 
loan rates may not ease, more 
funds may be available for mort- 
gages. 

Dr. McKinley expects. the 
seasonally adjusted rate of housing 
starts to rise from slightly more 
than 1 million at the beginning of 
1958 to over 1.1 million by the 
end of the year, with a total for 
1958 close to 1,075,000 units. Ac- 
cordingly, while next year will not 
be another 1950 or 1955, it should 
prove to be “very satisfactory” 
and one which “is likely to lay the 
groundwork for a further moderate 
but steady rise in housing output 
in the future.” 


“In God We Trust” 


To George Hibbert of the Fede- 
ral Reserve Bank of Atlanta we are 
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indebted for an interesting adden- 
dum to the “In God We Trust” 
item which appeared earlier in 
these columns. He refers us to 
Carl Sandburg’s Abraham Lincoln: 
The War Years which describes an 
1863 Cabinet meeting at which it 
was proposed to engrave the motto 
on greenbacks. To which Presi- 
dent Lincoln replied: “If you are 
going to put a legend on the 
greenbacks I would suggest that of 
Peter and John: ‘Silver and gold 
have I none, but such as I have I 
give thee.’ ” 


Small Business Tax Relief 


Raymond J. Saulnier, chairman 
of the President’s Council of 
Economic Advisers, urges certain 
changes in our tax laws to give 
small business significant relief. 
Speaking before the Annual Con- 
vention of the National Commer- 
cial Finance Conference, Professor 
Saulnier noted that this relief could 
be achieved at a minimum loss of 
revenue to the Treasury Depart- 
ment. 


Under the Internal Revenue 
Code of 1954, formulas of accele- 
rated depreciation were made 
available to purchasers of new 
property. Professor Saulnier would 
have these formulas made applic- 
able to the purchase of used 
property as well. Used equip- 
ment is frequently acquired by 
small businesses and, within 
reasonable limits, it is only equit- 
able that they be permitted to 
depreciate such assets at the same 
rate as new property. 


‘At their option, partnerships 
may now be taxed as corporations 
but the converse is not permitted. 
Such qualified permission is recom- 


mended. In order to make the 
legal form of organization of a 
small business a matter to be 
decided without regard to taxes, 
chairman Saulnier proposes that 
corporations with a small number 
of stockholders be given the 
option of being taxed as if they 
were partnerships. 


In many cases, estates consist 
largely of investments in closely- 
held business concerns and the 
problem of meeting estate taxes is 
a serious one. Meeting estate tax 
liabilities in cash in one install- 
ment has often required the liquid- 
ation of a small or middle-sized 
business. It is suggested that this 
situation be cured by allowing an 
option to pay such taxes over an 
extended period of up to ten years. 
This would eliminate an un- 
intended and undesirable impact 
of our tax laws. 


Another proposal would give 
original investors the right to 
deduct from income, up to some 
reasonable maximum amount, such 
losses as might be realized on an 
equity investment in a_ small 
business. Such a change would be 
a powerful factor encouraging in- 
dividuals to invest in small 
concerns, 


These proposals, as Professor 
Saulnier points out, were recom- 
mended to the last session of 
Congress by President Eisenhower. 


Business in 1958 


There is no longer any doubt 
that the boom has passed its peak 
and that our economy has started 
on a cyclical recession. This is 
the opinion of Dr. H. E. Luedicke, 
editor of the New York Journal 
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of Commerce, who, nevertheless, 
believes that the decline will re- 
main relatively mild. 


The well-known business econ- 
omist feels that the current real 
danger is permitting restrictive 
credit and fiscal policies to linger 
on too long. On the other hand, 
he recognizes the existence of 
strong sustaining factors in the 
economy which, with alert contra- 
cyclical action on the part of the 
Administration and the Reserve 
Board, should keep the downturn 
within moderate limits. Thus, 
recovery within 1958 can be estab- 
lished without rekindling inflation. 


Lower plant and equipment 
spending, a diminution of com- 
mercial exports and a fair amount 
of inventory liquidation are in 
prospect. However, this decline is 
expected to be gradual rather than 
precipitous. In the Government 
defense spending sector, the sub- 
stantial contraction which had 
been anticipated for the first half 
of 1958 seems likely to be modified 
as the result of recent international 
events; although there may be no 
further cutbacks from the current 
rate of spending, neither will there 
be a quick and dramatic increase 
in such expenditures. 


The level of consumer spending 
is obviously of importance. Dr. 
Luedicke notes some opinion that 
consumer spending will continue 
to rise and thereby offset potential 
declines in other parts of the 
economy. But this forecast may 
not hold up, he notes, if public 
confidence deteriorates. In this 
connection, he notes that the stock 
market break has had an adverse 
effect on buying psychology, par- 
ticularly in the area of consumer 
durable goods. However, he finds 
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it reassuring that more and more 
people in official Washington quar- 
ters are becoming increasingly 
aware that the immediate danger 
is not inflation but too much 
deflation. 


As Dr. Luedicke interprets the 
current state of affairs, the Ad- 
ministration intends to fight any 
developing recession with both 
credit and fiscal policy. And while 
it is not disposed to force the 
Federal Reserve Board’s hand into 
surrendering its tight money policy, 
it is confident that the Board it. 
self is well aware of the danger 
in continuing its tight money 
policy indefinitely. 


Signature Guaranty on 
Stock Certificates 


Each business day thousands of 
stock certificates change hands, 
and the majority of these bear 
signature guaranties. The latter 
are affixed by a host of financial 
institutions such as banks, brokers 
and dealers in securities. And 
although the act of guaranty is 
routine and simple, there are areas 
in which opinions differ as to result. 
In any event, both agreement and 
controversy are explored in an 
authoritative and comprehensive 
discussion of “The Signature 
Guaranty,” its basis and related 
problems, by Richard B. Tuttle, 
Jr. of the Bank of New York. 


Mr. Tuttle synthesizes the mini- 
mum scope of a signature guaranty 
as follows: 


1—The signature is genuine and 
not a forgery. 


2—The signer has legal capacity; 
he is not a minor or incompetent. 


3—The signer has authority. 
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For example, where signed by an 
administrator or executor, that he 
has been duly appointed by the 
court, or, if a corporation, that the 
officer has authority. 


4—The signature is that of the 
person named on the face of the 


certificate. 


These points have been well estab- 
lished. Authority is gained from 
a weight of opinion derived from 
judicial decisions, stock exchange 
rules, custom and usage, as well 
as a consensus of banks which 
both give and accept guaranties. 


On the other hand, Mr. Tuttle 
observes, “. . . rather remotely 
beyond the pale lie the two bones 
of contention which it is believed 
would be difficult at best to sus- 
tain...” These are assumptions 


that a signature guaranty attests 
to the genuineness of the certifi- 
cate and the correctness of the 


transaction. However, in his dis- 


LAW JOURNAL 


cussion of “warranties,” it is sug- 
gested that these two matters come 
within the definition of a warranty. 


Mr. Tuttle’s impressive mono- 
graph is too extensive to digest in 
these colunms. Suffice it to say 
that coverage includes accommoda- 
tion guaranties, rules of the leading 
stock exchanges, the ordinarily 
qualified guaranties by savings 
banks, as well as a discussion of 
the often raised ultra vires conten- 
tion. Powers and customs of 
national and state banks are also 
set forth, with specific reference to 
and comment on the Comptroller 
of the Currency’s well-known rul- 
ing in Paragraph 230 of the Digest 
of Opinions. 

A limited number of Mr. Tuttle’s 
141 page study, fortified with 
appendices and bibliography, are 
available at the Bank of New 
York, 48 Wall Street, New York 
City 65. 








5. special world your little 
one lives in is only as secure as you make it. Security 
begins with saving. And there is no better way to save 
than with U.S. Savings Bonds. Safe—your interest and 
principal, up to any amount, guaranteed by the Govern- 
ment. Sound—Bonds now pay 3%4% when held to matu- 
rity. Systematic—when you buy regularly through your 
bank or the Payroll Savings Plan. It’s so convenient 
and so wise—why not start your Savings Bonds pro- 
gram today? Make life more secure for someone you love, 
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